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PROGRAM OF THE SIXTY-FOURTH ANNUAL MEETING OF THE 
AMERICAN ECONOMIC ASSOCIATION 


Boston, Massachusetts, December 26-29, 1951 


Since it has become the custom in our Association for the President to assume re- 
sponsibility for the annual program, it is not surprising that the subject matter should 
reflect his own interests. It will be noted that the program this year is not developed 
around a central theme but revolves rather around three subjects: the relation of economic 
theory to policy, international trade, and monetary-fiscal theory and policy. The discus- 
sion of some current problems is also included, particularly those of rearmament, in a 
wider setting, covering such fields as agriculture, labor, industria] organization, and public 
administration. An effort also was made to recognize the interests of groups in more 
specialized fields, such as transportation, public utilities, and spatial organization. 

As finally worked out, the program was arranged in six main sessions: (1) Perspective on 
General Economic Theory, (2) Some Current Issues in Economic Theory, (3) Monetary- 
Fiscal Policy, (4) International Economic Problems and Policies, (5) General Aspects of 
United States Rearmament, and (6) The Problem of Economic Growth. In addition to 
these, a joint meeting was arranged with the Economic History Association on the role 
of government in American economic development. 

A special effort was made to hold down the number of meetings to avoid over- 
crowding the program and to keep the Papers and Proceedings to a manageable size. In 
all, there were twenty-two regular sessions, with forty-six main papers and fifty-one 
discussions. Wherever possible, the individual meetings were limited to two main speakers 
and two discussants, with the chairman invited to take an active part in the discussion. 

The purpose of the American Economic Association is to encourage freedom of dis- 
cussion and the Association as such does not assume any responsibility for the opinions or 
views expressed by those who participate in its meetings. It should hardly be necessary to 
repeat the disclaimer, which often appears as a footnote, to the effect that opinions 
expressed are those of the author rather than those of the agency or institution with which 
the author is affiliated. Such a disclaimer will therefore not be found in any individual 
case in this volume. 


Wednesday, December 26, 1951 
12:00 m. Luncheon Meeting of the Executive Committee 
2:30 p.m. International Trade Theory 
Chairman: R. B. Bryce, Department of Finance, Ottawa, Canada 
Papers: Jacop Viner,’ Princeton University; ARTHUR SmiTHtrs, Harvard 
University 
Discussion: G. A. E.iiott, University of Toronto; J. J. Perak, International 
Monetary Fund 
Agriculture During Rearmament (Joint session with American Farm Fco- 
nomic Association)* 
Chairman: THeopore W. ScHvuttz, University of Chicago 
Papers: Ermer J. Worxinc, University of Illinois; Kart Branpot, Food 
Research Institute 
Discussion: H. Vanderbilt University; KennetH H. 
Parsons, University of Wisconsin 
8:00 pM. American Foreign Aid Programs 
Chairman: Gottrriep Harvard University 
Papers: RicHarp M. Bissett, Jr., Mutual Security Agency; Fpowarp S. 
Mason,® Harvard University 
Discussion: Don D. Humpurey, Duke University; Watter S. Sarant, 
Council of Economic Advisers 
Government Policy on Business Practices 
Chairman: THeopore J. Kreps, Stanford University 


*No manuscript received. 
* To be published by the American Farm Economic Association. 
* Not cleared by MPC for publication in this volume. 
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Papers: Corwin D. Epwarps, Federal Trade Commission; Epwarp C. 
WE Reconstruction Finance Corporation 

Discussion: Mervin pve CwHazeau, Cornell University; Kermit Gorpon, 
Williams College 


Thursday, December 27, 1951 
9:30 am. Economic Theory and Public Policy 
Chairman: Joun M. Crarx, Columbia University 
Papers: Overton H. Taytor, Harvard University; W. W. Rostow, Massa- 
chusetts Institute of Technology 
Discussion: Vincent W. BLavEN, University of Toronto; Paut T. Homan,’ 
University of California at Los Angeles; W. A. MackintosH, Queen’s 
University 
Economic Problems of Military Mobilization 
Chairman: Donavp H. WaA.tace, Princeton University 
Papers: Grorce A. Lincotn, United States Military Academy; Joun 
Perry Yale University 
Discussion: Harry E. Howe New York City; J. WerNetTE, 
University of Michigan 
Regional Economics: Round Table (Joint session with the Econometric 
Society)* 
Chairman: Carvin B. Hoover, Duke University 
Paper: RUTLEDGE VINING, University of Virginia 
Discussion: Epcar DuNN, University of Florida; Epcar M. Hoover, 
Council of Economic Advisers; Steran Ropocx, Tennessee Valley Au- 
thority; Harry S. Schwartz, Federal Reserve Bank of San Francisco; 
NATHANIEL WoLLMAN, University of New Mexico 
2:30 p.m. Inflation Control in the United States 
Chairman: Evwin G. Nourse, Washington, D.C. 
Papers: Wooviier THomas, Federal Reserve Board; G. GrirFitH JoHNSON, 
Economic Stabilization Agency 
Discussion: Atpert G. Hart, Columbia University; R. B. Her_epower, 
Northwestern University 
Public Utilities, Transportation, and Spatial Organization 
Chairman: C. Emery Troxer, Wayne University 
Papers: L. Dewey, Ohio State University; F. Kennepy, 
Santa Barbara College 
Discussion: Epmunpd A. NIGHTINGALE, University of Minnesota; JoserH 
S. RANSMEIER, Dartmouth College 
Issues in Methodology (Joint session with the Econometric Society) 
Chairman: Fritz Macuuvp, Johns Hopkins University 
Papers: K. E. Bovipinc, University of Michigan; Franx H. Knicut, Uni- 
versity of Chicago; Paut A. SAmMvELSON, Massachusetts Institute of 
Technology 
Discussion: AttAN G. Grucuy, University of Maryland; W. W. LeontTier,’ 
Harvard University 
8:30 p.m. Presidential Address 
Chairman: Frank H. Knicut, University of Chicago 
Paper: Journ H. Witxtams,’ Harvard University 


Friday, December 28, 1951 
9:30 a.m. Fiscal Theory 
Chairman: Roy Bioucu, Council of Economic Advisers 
Papers: Paut J. Strayer, Princeton University; Ricuarp B. Goong, Inter- 
national Monetary Fund 
Discussion: Cart. S. Soup, Columbia University; Harorp M. Somers, 
University of Buffalo 
The Theoretical Analysis of Economic Growth 
Chairman: Harorp A. Innts, University of Toronto 
Papers: Evsty D. Domar, Johns Hopkins University; Davi M. Wricut, 
University of Virginia 
*Abstracts of papers and discussions will be published in the July, 1952, issue of 
Econometrica 
® Published in the March, 1952, issue of the American Economic Review. 
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Discussion: Tuomas C. Mutual Security Agency; C. 
UrquHart, Queen’s University 
Wages, Manpower, and Rearmament (Joint session with the Industrial Re 
lations Research Association) 
Chairman: J. Dovctas Brown, Princeton University 
Papers: Crank Kerr, University of California; Witt1aM Haser, University 
of Michigan 
Discussion: Ricwarp A. Lester, Princeton University; Dare Yoporr, Uni- 
versity of Minnesota 
2:30 p.m. Value Theory 
Chairman: Eowarp H. CHAMBERLIN, Harvard University 
Papers: Mervin W. Reper, Stanford University; Cart Kaysen, Harvard 
University 
Discussion: GarvNeR Office of Price Stabilization; Jor S. Barn, 
University of California 
General Factors in Economic Growth in the United States (Joint session 
with the American Statistical Association) 
Chairman: ARTHUR F. Burns, Columbia University 
Papers: Simon Kuznets, University of Pennsylvania; Georrrey H. Moore, 
National Bureau of Economic Research; Frepertck C. Mitts, Columbia 
University 
Discussion: James S. Duesensperry, Harvard University; Frank R. Gar- 
FIELD, Federal Reserve Board; RaymMonp W. GotpsmitH, Washington, 
D.C. 
Recent Developments in United States Monetary Policy (Joint session with 
the American Finance Association) 
Chairman: Avrrep C. NEAL, Federal Reserve Bank of Boston 
Papers: Ropert V. Roosa, Federal Reserve Bank of New York; LAWRENCE 
W. Setzer, Wayne University; R. J. Savtnier, Barnard College 
Discussion: Howarp R. Bowen, University of Illinois; Lester V. CHANDLER, 
Princeton University; Paut W. McCracken, University of Michigan 
5:00 p.m. Annual Business Meeting 
8:30 p.m. Boston Pops Orchestra, Arthur Fiedler, Conducting 


Saturday, December 29, 1951 
9:30 am. Business Cycle Theory 
Chairman: Moses AsBraMovitz, Stanford University 
Papers: Arvin H. Hansen, Harvard University; Lrovp G. ReyNnorps, Yale 
University 
Discussion: Rosert A. Gorvon, University of California; JosepH Sister, 
University of Buffalo 
International Trade in the Postwar World 
Chairman: Joun B. Cono.irre, University of California 
Papers: Emtte Despres, Williams College, and C. P. KiInpbLEeBeRcER, 
Massachusetts Institute of Technology; J. Marcus Freminc, Columbia 
University 
Discussion: Apert O. HirscHMAN, Federal Reserve Board; RoBert 
TrirFin, Yale University 
The Role of War in American Economic Development (Joint session with 
the Economic History Association) 
Chairman: J. Hamitton,® University of Chicago 
Papers: Mitton FriepMAn, University of Chicago; Joun G. B. Hutcuins, 
Cornell University 
Discussion: Mitton Heatu, University of North Carolina; C. R. Wuanr- 
TLESEY, University of Pennsylvania 
12:00 » Luncheon Meeting of the Executive Committee 
:30 P oat Growth in Underdeveloped Countries 
Chairman: Paut N. ROSENSTEIN-Ropan, International Bank for Reconstruc- 
tion and Development 
Papers: RacnaR Nurkse, Columbia University; JoHn H. Apter, Inter- 
national Bank of Reconstruction and Development 
Discussion: Horst MENDERSHAUSEN, Federal Reserve Bank of New York; 


* Leland Jenks conducted the meeting in the absence of Earl J. Hamilton. 
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Hans P. Netsser, New School for Social Research; H. W. SINGER, 
United Nations 
Monetary Theory 
Chairman: James W. ANGELL, Columbia University 
Papers: James Tosin, Yale University; Roranp N. McKean, Vanderbilt 
University 
Discussion: Epwarp S. SHaw,' Stanford University; Henry C. WaLticn, 
Yale University 
Collective Bargaining in the Regulated Industries 
Chairman: C. Emery Troxet, Wayne University 
Papers: Ert W. CLemens, University of Maryland; Mark Kaun, Wayne 
University 
Discussion: Ropert W. Harpeson, University of Illinois; N. 
Leonarp, Pennsylvania State College 


lif purpose of the American Economic 

Association, according to its charter, is the 
encouragement of economic research, the issue 
of publications on economic subjects, and the 
encouragement of perfect freedom of economic 
discussion. The Association as such takes no 
partisan attitude, nor does it commit its mem 
bers to any position on practical economic 
questions. It is the organ of no party, sect, or 
institution, Persons of all shades of economic 
opinion are found among its members, and 
widely different issues are given a hearing in 


its annual meetings and through its publica- 
tions. The Association, therefore, assumes no 
responsibility for the opinions expressed by 
those who participate in its meetings. 
JAMES WASHINGTON BELL 
Secretary 
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ECONOMIC THEORY AND PUBLIC POLICY 


THE FUTURE OF ECONOMIC LIBERALISM 


By Overton H. Tayior 
Harvard University 


Perhaps the best way to describe my humble offering is to call it a 
piece of tentative, general philosophizing on a very broad front. It is 
full of the highly fallible, subjective element of my personal views—the 
views merely of one liberal economist and citizen. They are views that 
involve, in addition to my limited and imperfect knowledge, beliefs or 
judgments in a realm of faith beyond strict knowledge, which I hold 
with conviction but also with humility and not as dogmatic certitudes. 
Having that character, then, my discourse is about not only the future 
of economic liberalism but also, and first of all, what economic liberal- 
ism itself is, to my mind; and some points concerning its past and 
present, some internal problems, and the historical process and con- 
tinuing task involved in its development. 

On the first question, what it is, let me say at once: I personally 
reject every exclusive identification of all economic liberalism with any 
single, fixed, precise ideal and body of doctrine. What I think of, in the 
realm of doctrine, is a family of numerous, somewhat differing, and 
changing ways of thinking, which are versions of the common, develop- 
ing, general outlook. And in the real world of practice, what I think of 
is a family, or international community of differing and changing, na- 
tional varieties or approximate realizations of something like the free 
way of life in its economic aspect. To identify the latter a bit further, 
let me also call it liberal capitalism or the system of free enterprise. 

Using the two latter expressions as synonymous and without any 
hesitation at all, I do want to make one point clear. Any at all nearly 
absolute idealization of anything actual is always, I think, to be 
avoided. Every national form of more or less liberal capitalism is al- 
ways, through time, coming to need many new, not radical but not 
unimportant, modifications of many elements of its outer, legal and 
institutional framework, internal structure and mode of operation, and 
the prevailing private and public policies and practices. Continually 
new modifications are required to enable the system to better realize its 
own better possibilities of all-around service to the people generally. 
It is true, I think, that the present and the visible future is above all a 
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time for conserving and even, where possible, to some extent restoring 
important features of the system that have been impaired by unwise 
so-called “reforms.” Even so, this itself, I think, calls for persistent, 
careful efforts to improve in order to conserve; not indiscriminate re- 
sistance to every kind of novel change. Still in the main I am not mak- 
ing a reformer’s speech, but only urging care to avoid the kind of 
inflexible thinking which results from confusing an ideal that in its 
true meaning never can achieve any one at all perfect or permanent 
realization in the world of practice, with any one existing or historic 
approximation. 

In the proper, general, and flexible sense, liberal capitalism, accord- 
ing to my faith, in its various and ever changing approximate imperfect 
realizations, is a necessary part of all modern and hereafter possible, 
tolerably free, humane, and rational civilization. There are plenty of 
intelligent and well meaning people who believe in the possibility of a 
liberal socialism, but I cannot share their faith at all. Hence, feeling as 
of course we all do today a deep concern for the future of free civiliza- 
tion, I feel the same concern for the future of liberal capitalism, which 
I identify with economic liberalism in the world of practice. And this 
concern for a liberal future underlies and motivates all that I have to 
say. Nevertheless, I shall not attempt much in the way of prophecy. I 
do believe that neither despair or hysterical fear or any near approach 
to them as one extreme, nor any complacent, highly confident hopeful- 
ness leading to relaxation from endeavor in the liberal cause, is justi- 
fied. Also as in a sense a further element of prophecy, all my thinking 
does have a background of mostly unexpressed, vague guesses about 
the uncontrollable, brute fact ingredients of continuing trends and 
prospective changes in our civilization, and their likely effects in modi- 
fying the shape of the task, of rational labor in the liberal cause. But I 
cannot take the standpoint of trying mainly to predict or prophesy, or 
estimate the prospect, simply, as that might appear to a passive on- 
looker. For I am not in any full sense a historical determinist—not in 
that or any sense a fatalist. I believe that to a large extent all free men 
together have the future of the free way of life in its economic and 
other aspects in their own hands, to save or destroy. Hence to me it 
seems that the proper question to ask is not, simply, what lies ahead? 
Rather, it is the question, what, in our epoch and as we look ahead, are 
some of the main elements of the task of helping to bring about a re- 
vival and renewed spread and on-going development of economic lib- 
eralism? 

In my own thinking I find it necessary to provide the liberal eco- 
nomic theory with a wider context. Economic liberalism, it seems to 
me, is not a self-sufficient or complete entity; but is one integral part 
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of an all-around, complete, or comprehensive liberalism. I use the 
inclusive, single word, liberalism, not in any of the corrupted senses 
which have crept into its now most common uses in the intellectual and 
political worlds, but in a sense much nearer, at least, to my understand- 
ing of its older, traditional, or classical meaning. And I mean by it the 
philosophy and, where and insofar as this exists, the prevailing, ap- 
proximate practice, of the free way of life in all its aspects: economic, 
social, cultural and ethical, juridical, political, and economic. I delib- 
erately mention the economic side twice—at the beginning and again 
at the end of the list. For I have a notion that something not too far 
from a sound development of the liberal economy is both, in one way, 
the required basis and yet also, in another way, the dependent outcome 
of a sufficiently sound development of all the other essential parts and 
qualities of the complete liberal society and civilization. The economy 
has to provide indispensable conditions: sufficient prevalence of suf- 
ficient degrees of the economic freedoms, market relations, opportuni- 
ties, and enterprising, intelligent, and skilled activities, all leading to 
very widespread—on even the lowest levels tolerably decent—and gen- 
erally rising real incomes and living standards. All that and, I think, 
also, appropriate, generally prevailing features of economic society and 
its operation, affecting the peoples’ emotional and mental, personal, 
and social lives as well as their incomes and adequate incomes and not 
unduly harassing, anxiety producing conditions of life are, I think, 
required to enable the people generally to achieve and maintain some- 
thing like the liberal, independent, tolerant, reasonable state of their 
minds and emotions and unformulated but effective working, practical 
philosophies of life. Only so then can they play their parts as partici- 
pants in developing and soundly operating liberal democracy in the 
political sphere, a liberal system of legal justice, and liberalism or lib- 
erality in the arts and sciences and all high culture, along with the 
liberal economy. The economy has to provide indispensable conditions, 
but also is dependent for its own existence, continuation, and chance 
to function and develop at its best upon the support of a general pre- 
dominance of the liberal character and spirit in all institutions and the 
main activities in all spheres of life. And nothing is any more funda- 
mental than liberalism in all things of the spirit and as a prevailing 
state of the minds and emotions of the people. 

Now ideas about the relation between the development through time 
of the economy and the objective circumstances of the peoples’ lives 
and that of the prevailing state of all mental life and culture in the 
same society generally have tended, I think, to involve or lie too near 
to one or the other of two opposite, equally untenable, extreme, one- 
sided points of view. We cannot today, I think, retain all of that out- 
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look which strongly influenced economic liberal thought in the period 
of its origin and early development: the full measure of faith that 
prevailed in the eighteenth century “enlightenment,” in the power of 
pure thought and study as carried on by the leading scholars in all 
fields, and education in the widest sense or public enlightenment, to 
entirely shape society and the course of history. But neither can we, I 
think, go to the other extreme and accept the doctrine of economic- 
historical determinism. Those two dissimilar, nonliberal men of genius, 
Karl Marx the radical socialist and Schumpeter who was an extreme 
conservative in a European, non-American sense but also a defeatist 
in his own cause, could and did develop and hold differing forms of the 
doctrine of economic-historical determinism. But I think no liberal can 
be a fatalist, and I am a liberal and not a fatalist. I do not believe, with 
the men of the “enlightenment,” that the progress, diffusion, and 
applications of understanding of pure truth can entirely control the 
development of the real economy and society and the objective circum- 
stances of the peoples’ lives. But neither do I believe the other doctrine, 
that the evolution of the real economy is fated to proceed along a pre- 
destined path and as it does so, to engender and strictly determine, 
through the effects of the peoples’ objective life-situations in society 
upon their emotional and mental lives, a concurrent series of inevitable 
changes of the state of all mental life and culture, applied criteria of 
truth or knowledge, and all political life and institutions. Liberal free- 
dom is significant because men have, though not unlimited, substantial 
amounts of free will and are not automata entirely compelled by ex- 
ternal conditions to feel, think, and act in specific ways. But peoples’ 
objective life-situations in economic and general society do strongly 
tend to influence, through their emotional lives, their basic attitudes 
or values, outlooks, opinions, and behavior. 

Proper recognition of the psychological facts of life in that matter 
does not, I think, lead at all to the conclusion that intellectual work 
at developing, diffusing, and applying the best possible scientific knowl- 
edge and understanding of the liberal society’s requirements is entirely 
impotent by any means. Nor does it mean that such work is any less 
important than it seemed to optimistic scientific minds before Freud 
and others began to open up the study of the role of the nonrational, 
emotional parts of all human beings as affected by their life-situations, 
in affecting all their mental processes, conclusions, and behavior. But 
it is my impression that the facts of life in this area, as they are begin- 
ning to be understood, do mean that our traditional and proper, prin- 
cipal kind of intellectual work as specialized economist—the study of 
just the rational requirements for best fulfillment of the peoples’ eco- 
nomic, utilitarian, sensible needs and wants—is, though necessary and 
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important, by itself insufficient from the liberal standpoint. I think 
it needs to be supplemented by, and in a growing measure in the 
future reciprocally adjusted to and with, the investigative work that is 
beginning to be done by other specialists in the newer, modern psycho- 
logical, and social sciences, concerned to a great extent with study of 
the required conditions of best fulfillment of the peoples’ emotional, 
social, and cultural needs, for emotional and mental health, a not too 
unsatisfied acceptance of their roles or functions in society, a sufficient 
measure of social, cultural, and moral agreement or community of feel- 
ing, and a resulting, relative stability of the entire society or social 
system. At the end of this paper I shall touch again on those matters 
which seem to me important. But of course our own field of work as 
liberal economists, concerned with the rational, economic requirements 
of the liberal society for its best development, is important, too; and 
for the bulk of my remaining time I take up now a topic in this field 
that is on all minds: the vogue and character of so-called “‘Keynesian- 
ism,” and the question of what it portends, for good or ill or both, for 
the future of economic liberalism and liberal capitalism. 

it is necessary to distinguish analysis from policy, in discussing 
Keynesianism. What it represents in the field of analysis, in my opin- 
ion, is not a revolution entirely or even largely replacing an old with 
a new, complete analysis. It is only an addition to the previously de- 
veloped modes of economic analysis in the liberal tradition, modifying 
them to some extent but chiefly supplementing them with a new analy- 
sis of a different problem from that with which they were chiefly con- 
cerned. Economic theory or analysis of the conditions of best alloca- 
tion of all resources and productive efforts in a suitably changing, self- 
adjusting, well-balanced, and efficient pattern of employment, properly 
related to the changing pattern of demands for different kinds of goods 
and services, has not lost its importance and needs continuing attention 
and development as one essential part of economics. And the newer 
analysis of the conditions of approximate stability of the economic 
system as a whole through time, in the range of positions of neither 
too full employment nor severe unemployment, needs careful develop- 
ment as not at all a substitute for the other allocation or particular 
supplies and demands analysis, or an all-absorbing novelty withdraw- 
ing all attention from that; but simply a new piece of analysis of a 
further problem, requiring integration with the other body or part of all 
economic theory, in a new well-balanced and thoroughly internally 
adjusted synthesis. The working out of such a synthesis, incorporating 
the Keynesian analysis and giving it its due but putting it in its place 
as only one part of economic analysis, seems to me an important still 
to be completed task of economic science. 
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Having said that, I pass on now to the vexed matters of policy and 
politics. I believe that the Keynesian kind of monetary-fiscal, continu- 
ous, relatively full employment, stabilization policy can be a sound, 
useful, and quite important addition to and modification of the tradi- 
tional program of economic liberalism. That is to say, in itself it is 
capable of being what I think it should be—a quite limited departure, 
only, from laissez faire; a new piece of limited, state intervention or 
action upon economic conditions, through public monetary and fiscal 
policy, entirely consistent with liberal capitalism or the system of free 
enterprise; and operating not at all to subvert it but on the contrary to 
strengthen and preserve it. If properly developed and carried out in 
practice, this relatively stabilizing policy can, I think, enable the free 
economy to serve all the people well, more steadily, and thus help to 
reduce political demands and pressures for other, radical changes really 
dangerous or injurious to the system. But while there is this possibility 
and it is important to work to realize it, I do think, also, on the other 
hand, that there are some potential, fairly serious dangers for liberal 
capitalism or economic liberalism in the world of practice, in much so- 
called “Keynesian” thinking together with general tendencies in the 
political world which are interacting with it. 

The dangers lie, I think, not as much in the strictly Keynesian 
analysis and stabilization policy in themselves, as in other elements, 
not necessarily connected therewith, of the total tendencies of thought 
of a good many of the more idealistic and enthusiastic, “left of center,” 
combined Keynesian and welfare economists. I would even add that 
they lies not as much in all of the ideas and proposals of those econ- 
omists themselves as in other, different, independently existing, wide- 
spread, popular, emotional, and resulting political tendencies toward 
expansion and multiplication of governmental controls and irrational 
policies, more likely to be realized in practice than the more rational 
proposals of economists, but with much incidental though unin- 
tentional help from them. I think the most serious and most common 
unwise tendency of mind to which all or most of us in our profession— 
and I do not exempt myself—have our liabilities, is our tendency to be, 
as political economists or policy advocates, overoptimistic idealists and 
political innocents; naive in our judgments about the real psychological 
and political forces which are bound to interact with and change our 
proposals if and as they get applied in practice; in short, more or less 
blind to the more unattractive and intractable facts of life about human 
nature as it generally functions in and through the political process. I 
am not here agreeing at all, either, with the other extreme kind of 
outlook in this matter—the cynical or hardboiled or utter pessimism 
which too often passes for political realism. What I think we need to 
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get as close to as we can is a true political realism or real understand- 
ing. equally remote from that and from any at all utopian or blue-sky, 
idealistic overoptimism. 

Let me in this connection now refer to the brilliant, excellent, very 
interesting and suggestive essay by Arthur Smithies on Schumpeter 
and Keynes which appeared in the Harvard memorial book of essays 
pertaining to Schumpeter. In that essay Smithies pointed out, I think 
correctly, the basic contrast and issue between the standpoints of 
Keynes and Schumpeter, not in economics so much as in this other field 
of pyschological and general social and political judgments or presup- 
positions. Keynes, by this account, stood in not a strict but a loose 
sense in the general, Benthamite, utilitarian tradition of nineteenth 
century British liberalism; and shared in consequence the high opti- 
mistic faith, always inherent in that tradition, in the ability of an en- 
lightened political democracy to develop and carry out, as such, 
rational policies will designed to serve the common interest of all the 
citizens. Schumpeter, on the contrary, despised Benthamism and had 
as we all know—and here I go beyond the description of his attitude in 
Smithies’ essay—a nondemocratic and nonliberal aristocratic or ¢litist 
point of view, an extremely pessimistic estimate of the mental and 
moral capacities of most human beings, bitter hatred for all politics and 
politicians, and a gloomy conviction of the inability of political democ- 
racy to produce anything but irrational and destructive public eco- 
nomic policies, if allowed to make any breaches in capitalism’s defense 
wall of strict laissez faire. I am not going anywhere near to all-around 
agreement with Schumpeter, and will not have time to discuss his well- 
known views in this conection. I think my own position and its great 
differences from his will become clear enough in the course of my re- 
marks on Keynes and Benthamism. In offering these I go on beyond 
anything suggested in Smithies’ essay, presenting views of my own 
which he probably does not agree with. 

I do on the whole agree with Smithies on the point that Keynes him- 
self was chiefly a liberal in the general traditional sense and no social- 
ist, and meant his new analysis and policy proposals to aid, not sub- 
vert, liberal capitalism. Yet I am not fully reassured about him in that 
connection by the fact of his link with Benthamism. For I think it is 
relevant and very significant about the latter that while the original 
Benthamites were laissez faire liberals, in a later period of British his- 
tory the Fabian socialists were also Benthamites; and were so, I think, 
with entire consistency as far as the essentials of Benthamism are con- 
cerned. I believe that in the hands of Bentham himself and the main 
group of his early disciples, Utilitarian liberalism was made liberal 
in the laissez faire sense or direction only by their addition to or in- 
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clusion in it of some more specific ad hoc judgments that were not at 
all inherent or necessarily implied in its fundamental doctrines. 

Utilitarianism is a comprehensive theoretical system of psychology 
and ethics, sociology, and social philosophy, jurisprudence or legal 
philosophy, political philosophy and theory, and political economy. It 
has strong attractions and real merits and has rendered much service 
in the development of the modern Western rational and practical civili- 
zation and societies. But I think it is partly vitiated, to a serious extent, 
throughout, by a basic radical error. That error is the presupposition 
that what is in principle the scientific kind of rationality—the logico- 
empirical way of solving problems and arriving at decisions—should 
and can be and tends to be or become universally dominant and fully 
effective in all human thinking and the guidance or direction of all 
human behavior in “enlightened” societies. The root of Benthamism is 
a mistaken faith that something close to ideally scientific, pure, and 
applied rationality can, and in the course of human progress will, be- 
come generally prevalent and controlling in all human thinking and 
behavior. Scientific reason is to solve all problems, not only in the 
realms of the pure and applied strict sciences, technology, and the 
economic thinking and behavior of the people in severally managing 
their own private economic affairs, but also in the realms of search for 
sound moral and other value judgments and the thinking and behavior 
of all or most citizens, politicians, legislators and public officials, and 
lawyers and judges, in forming and acting on their views on all ques- 
tions of justice, political economy, and all public issues. Utilitarianism 
is a theory and program of applied scientific, democratic, and rational 
planning of all institutions, the legal order, and private or public plan- 
ning of all activities, to prefect the harmony of all human interests and 
insure a simultaneous, well-balanced, rational and optimal satisfaction 
of them all. 

Now as to public or collective democratic planning, the original Ben- 
thamites did not go beyond the idea of what may be called “frame- 
work planning”; scientific legislation to so construct the framework of 
well-enforced rules of legal justice surrounding the free areas of private 
conduct, that all the citizens would be able freely to pursue their own 
respective ends or interest, but only in the mode of exchanging services 
without injury or injustice to anybody. And the vision was that within 
its legal framework, the otherwise free and universally competitive and 
fluid private enterprise and free market economic society would oper- 
ate or function in a way insuring optimal satisfactions of all interests. 
The democratic political society or state through its organ, the govern- 
ment, would design, develop, and maintain the correctly engineered 
framework of general laws, but treat all or most economic decisions as 
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the internal business of economic society and not interfere with them. 
And within its own sphere the economic democracy of the free market 
and price system would insure a continuous reciprocal adjustment of 
all private economic decisions and activities, such that they would all 
be rational, not only in the self-interests of those concerned, but, also, 
in fact, in the common interest of all in the society. All this, of course, 
is one principal historic version of the classical laissez faire, economic 
liberalism in the realm of doctrine. What I am criticizing in the Ben- 
thamite version is the assumption or expectation of a generally pre- 
vailing, very high degree of applied or practical rationality of the same 
uniform kind or quality, not only in the sphere of all private economic 
decisions and adjustments, but also and equally in that of all the politi- 
cal, popular, legislative, and governmental decisions involved in the 
supposedly essentially scientific rational planning of the institutional 
and legal outer framework of the free economy. 

On that assumption, there was and is no compelling reason for con- 
fining democratic, collective, and governmental planning to framework 
planning. The original expectation that the laissez faire system, as- 
signing one sphere and task to political democracy and the other to 
the economic democracy of the free market system, would be and 
remain so satisfactory to all or the great majority that after getting 
firmly established and pretty well perfected in its way it never would 
be challenged, proved to be mistaken. And the Fabian socialists, re- 
jecting the specific conclusions of original Benthamism but retaining 
as their own inspiration its radical optimism about the capacity of 
political democracy for scientific rational planning, consistently built 
upon that their dream of democratic scientific governmental planning 
of the entire pattern of all economic activities. 

The Utilitarian way of thinking is thus politically ambivalent; and 
so too, I think, are Keynesian thinking and the tradition of what is 
called “welfare economics.” And the source of the ambivalence in all 
cases is nonrecognition of the essential difference between the natures 
of economic life, on the one hand, and moral and political life, on the 
other hand. In the sphere of economic decisions and policies, there can 
and should be a fairly marked relative predominance of the role of an 
applied rationality having much in common, at least, with that which 
is called “scientific.” But all moral and political life or feeling, thought, 
and action necessarily involve to a much greater relative extent emo- 
tions or feelings of all kinds, passions, imagination, sympathies, and 
antipathies, intuitive feelings ranging all the way from elements of the 
worst fanaticisms to some of the finest of all human insights, and the 
moral reasonableness which must sufficiently prevail to make possible a 
tolerably free and just society, and can be achieved by all sound, 
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healthy minds but is not of the same nature with scientific, technical, 
or economic rationality. A liberal political democracy with an enlight- 
ened electorate, constitutional protections of all vital individual and 
minority rights from any majority and its government, and an inde- 
pendent judiciary, make up by far the best instrument for developing 
the approximate moral consensus and legal order of a free society. But 
while political democracy in that form or with those accompaniments 
is supremely the right system for its task, it is, I think, suited only 
for its vitally important primary task and not too much beyond that; 
and is not at all well suited for extensive participation in making or 
controlling economic decisions. 

For it is the political system’s nature to function in all connections 
in the manner appropriate to its primary task: through a rather free 
play and interplay of the emotions as well as the rational minds of all 
concerned, and intimate blends of feeling and thinking which are in- 
evitable and in every sense necessary in what is the essence and mean- 
ing of all politics—the search or struggle for approximate justice in 
the clashes and compromises among group interests, greeds, and pas- 
sions. Moral reasonableness has to prevail as fully as possible, through 
and over and in spite of the turmoil of irrational passions which must 
be as far as possible moderated and induced to submit to reasonable 
compromises, but cannot be abolished or more than very partially 
tamed, nor made entirely consistent or compatible with entirely 
rational decisions. Such is the essential nature—which in its sphere is 
not the wrong but the right nature—of the entire political and govern- 
mental process, except insofar as the latter can properly include, within 
the limits of what is consistent with democracy, the work of a bureauc- 
racy or civil service of nonpolitical experts, partially sheltered from 
political pressures and given limited amounts of authority and discre- 
tion. 

With the help of that instrument, the political society or state and 
government can and must take on, in addition to its main task of devel- 
oping—with the aid of the judiciary—the legal order of general justice, 
a fair amount and variety of additional, useful, and necessary public 
work of a different, more scientific-rational or technical kind, including 
the work of developing and carrying out the necessary public economic 
policies. But the more the state expands, well and then far beyond the 
limits set by strict laissez faire, the sum of its undertakings to take 
over and handle matters in the field of economic affairs and decisions, 
the more serious become two tendencies, and the dilemma between 
them. Insofar as politics shape the policies applied, there is a tendency 
to make or bring about irrational economic decisions harmful to the 
economy and the economic interests of the people generally; and the 
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alternative is to expand the bureaucracy and the discretionary powers 
of its heads and members, eventually to the point or too far in the 
direction of replacing democracy with a government by experts, who 
may be experts in their technical jobs but cannot be experts in general 
justice. Democratic political government with all its inevitable imper- 
fections is morally necessary, precisely because there can be no experts 
in quite that same sense or at all beyond rather narrow limits, in the 
work oi getting as near as possible to ensuring justice to and among all 
the people. The members of the bar and bench are experts of the appro- 
priate, special kind within this field. But in dynamic, rapidly changing, 
increasingly complex societies, legislation and statute law inevitably 
become increasingly important; and political democracy is the only 
method at all sufficiently compatible with the rightful liberties of all 
the people for developing this. And it is the best and right method just 
because it does not enthrone the relatively superior rationality of any 
group of superior minds, who would lack access to more than a small 
part of all the relevant experience; but enables all of the relevant, 
private experiences of all citizens, including all their feelings and 
desires as well as their knowledge and intelligence, to be consulted and 
given possible chances to count in the joint determination, through the 
turmoil of politics, of the more or less fair compromises that emerge as 
legislative additions to the legal order of general justice. But this 
process—the best for its purpose—is, beyond rather narrow limits, the 
worst for the different purpose of determining the pattern of economic 
activities. That pattern can be far more rational and efficient if deter- 
mined, in the main, within the limits set by the legal order, by private 
managements of households and enterprises, and a continuous inter- 
adjustment of all the private economic decisions through the economic 
democracy of a reasonably free, competitive, and fluid market and 
price system. 

Strict laissez faire does not follow from my argument and is not, I 
think, a tenable ideal for the present and future. A limited number of 
limited policies of state intervention to help in solving special problems 
are necessary, because not all of the results urgently needed in the com- 
mon interest of all the people can be accomplished sufficiently by just 
the market mechanisms operating under actual or achievable condi- 
tions. I think a proper, careful development in practice of the Keyne- 
sian relative stabilization policy is in this category of sound and needed 
limited interventions. But it needs careful, conservative handling and 
safeguarding both from political pressures and from the visionary en- 
thusiasms of some of the relatively socialistic or politically ambivalent 
Keynesian economists. I do not use those epithets with any intention 
of censuring the economists in question in any bitter or dogmatic 
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spirit; I am only expressing my personal judgment. And I have in mind 
not only their tendencies to want to make the stabilization policy itself 
a too ambitious one, finance it with too little regard to debt expansion 
and excessive or unwise taxation dangers, and use it for more than 
stabilization, adding a use of “public investment” to take over and 
redirect much economic development. I have in mind also the numerous 
other independent interventions and reforms suggested now in various 
economics textbooks and other public writings, growing out of not 
only Keynesian but welfare economics; theories in the latter, showing 
on various ethical assumptions the theoretical desirabilities of various 
public measures to produce changes of the allocation of resources or 
the distribution of wealth and income. Significant judgments about 
welfare involve ethical value judgments which cannot be scientific, and 
I think the whole concept of a strict science of welfare is an absurd- 
ity redolent of Benthamism. My feeling is that economists should think 
about welfare problems indeed, even more than they do, but in doing 
so, fully develop their carefully considered personal ethical value judg- 
ments as such and express and argue for them, all in an avowedly and 
unmistakably nonscientific way, not confused at all with economic 
science. The emotional elements in all evaluations and in all ethics, 
politics, and jurisprudence, and the larger role that can and should be 
played in the practical management of economic affairs by a not un- 
ethical but not primarily ethics-preoccupied, mainly logico-empirical, 
nearly scientific, practical, business rationality—these considerations, I 
think, make it vitally important for the economic and political future 
of free society to recognize and properly develop the different char- 
acters and functions and mainly separate, not too deeply intersecting, 
spheres of liberal democracy and liberal capitalism; and not do any- 
thing to encourage a varied deluge of irrational political interventions 
into the economic sphere, by disseminating an endless variety of 
pseudo-scientific economic-ethical theories and proposals. 

I think I have now made sufficiently clear my general position about 
all this and its great differences not only from the Benthamite tradi- 
tion, overzealous Keynesianism, and welfarism, but also from the 
extreme opposite, entirely pessimistic, views of Schumpeter. I do not, 
with the latter, despair of the future of liberal capitalism, nor regard 
all democratic governmental interventions whatsoever as bound in 
practice to be irrational and destructive. And I base my sense of the 
limitations of democracy as an instrument for controlling economic 
affairs, not at all on any distrust of it even in its own main field nor on 
any low opinion of the mass of the people, but on the difference of the 
political and economic tasks and subject matters, the more emotional 
character of one and properly, relatively scientific-rational character of 
the other. 
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It is a familiar argument that growth of state direction of economic 
affairs tends to become cumulative and roll on with growing momentum 
to full socialism. The basis of the truth in that idea is, I think, the fact 
that irrational management of economic affairs creates conditions that 
create new demands for new interventions. And I attach great im- 
portance to this, because it seems evident to me that overexpansion of 
the power and sphere of authority of the political state, in the direction 
of full totalitarianism, is about the greatest evil and danger everywhere 
in the world in the twentieth century; and also that political de- 
mocracy as an institution is no adequate safeguard against that 
danger, and is itself endangered by it. But our greatest task of all in 
the years now ahead, it seems to me, in working to help to preserve 
and properly develop liberal capitalism and democracy is to make new 
progress in understanding and learning how to cope with the modern 
widespread psychological, social, and political forces that oppose all 
we stand for. What conditions have been and are engendering the ad- 
verse emotional and politica] tides in great sectors of public opinion 
and behavior everywhere, and what might help to make them subside 
a bit? 

I cannot believe that-—within this country or any of the relatively 
prosperous truly liberal capitalist countries—the main causes of wide 
prevalence and high intensities of extreme oppositional or obstructure 
attitudes threatening and hampering liberal capitalism lie at all in its 
economic imperfections; or any imperfections, even with respect to 
distribution or instability or anything else, of its great and growing 
output of economic benefits reaching very much the greater part of all 
the people. For all its faults—and any human system would have many 
faults—liberal capitalism or the system of free enterprise, wherever it 
really exists and has a chance to function, is on the whole unmistakably 
a very excellent economic system with respect to its service to the eco- 
nomic welfare of the people generally—by far the best in this respect 
that the world has ever known or knows today. And I cannot believe 
that more than a small part of the mass of grievances and hatreds for 
it which can be found in all classes and among all kinds of people 
springs from any economic deprivations or lacks experienced by the 
people concerned. Yet I do not conclude that those attitudes are un- 
caused or in every sense entirely groundless. I think it is not in the 
economic respect but in other respects, primarily, that our capitalist 
economic and general society as it is, but need not remain with no 
modifications, has traits and a mode of operation tending to engender 
widespread emotional attitudes and views and forms of behavior inimi- 
cal to it. The problem, as I sense it, is very difficult because precisely 
the qualities of the system which are economic virtues are causes of 
trouble of this other kind, if I am not mistaken. The progressive dy- 
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namism, the relative fluidity of migrations and adjustments of people 
and resources out of declining into newly opening fields of opportunity, 
the prevalence of keen or intense competition, the uncertainties in- 
separable from change and progress—all are bound up with the sys- 
tem’s splendid and improving economic performance. But they all have 
emotional effects in people’s lives, with repercussions on the system, 
that I think we need to explore. The pressures of and for intensely 
competitive enterprisingness and repeated change of routines of work 
and life and geographic and occupational locations, and difficult per- 
sonal readjustments, and uncertainties and anxieties of people over 
their economic and general futures—all this works, I think, to breed 
not the calm, rational, decent, competitive behavior and behavior in 
one’s rationally conceived economic interest, that our theory assumes; 
but aggressive passions stirred up by anxiety and resentment of pres- 
sure, and turning competition into fights or struggles, and group efforts 
to contrive monopolistic strongholds and to some extent avoid competi- 
tion and change. And in other quarters, the sense of living in a world 
full of conflict and relative chaos produces demands that the state shall 
take matters in hand and produce order and stability and general se- 
curity; while the groups striving to stabilize and retain their local and 
economic and social positions in the face of external competition and 
pressures for adaptive change add to their own efforts demands for 
state subsidies and assistance with local and occupational stabilization 
schemes. 

My suggestion is that there lies behind all this something else beyond 
or beneath peoples’ economic interests and often false ideas of how best 
to further their economic interests. The fundamental causes lie, I sus- 
pect, in excessive frustrations of peoples’ noneconomic and nonrational 
but inevitable natural, human, and legitimate emotional needs; for suf- 
ficient, tolerable degrees of relative stability, continuity, and security, 
not of their incomes alone but of their local, personal, family, and 
group and community ways of life. Whether consciously or not, most 
people, I think, have natural yearnings and emotional needs for not too 
frequently disturbed roots in local, occupational, and institutional 
pasts; durations of familiar and valued interpersonal relations, and the 
sense of belonging in familiar places, lines of work, communities, 
neighborhoods, and intimate groups; and freedom from excessive anxi- 
eties, competitive pressures, pressures for recurrent, difficult change 
and adjustment, and feelings of necessity for continual high concen- 
tration on the struggle to maintain sufficient, that is their accustomed 
or better, incomes. Frustration of emotional needs of this sort produces 
a dim sense of living in an ugly, greedy, quarrelsome, hostile world; 
and the hatred produced by fear is directed at capitalism, the competi- 
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tive system, big business as the source of the innovations necessitating 
change or adjustment and disturbance everywhere, and the supposed 
absence of sufficient public control as the explanation of the felt and 
hated qualities of the social environment. In short, my notion is that we 
need to collaborate with the investigators in the young psychological 
and social sciences that try to study the emotional side of individual 
and social life; and try in joint efforts to learn what conditions of life 
are required for tolerable emotional health and contentment or seren- 
ity, and how prevailing practices in free economic society might better 
provide or permit such conditions, without undue interference with eco- 
nomic requirements. I had hoped to develop my own amateur notions 
about this further, but there is no time left. The future of liberal capi- 
talism, let me say as a concluding expression of my faith, is not safe 
but also is not hopeless, if all who believe in it will collaborate with 
fully awake but not overexcited and flexible minds, and in the study 
of all sides of the many-sided task of preserving it with the necessary 
adjustments and improvements. 


A HISTORIAN’S PERSPECTIVE ON MODERN 
ECONOMIC THEORY 


By W. W. Rostow 
Massachusetts Institute of Technology 


I 


The principal conceptual achievements in economic thought over 
the past thirty years have been accomplished within the framework of 
Marshallian short-period analysis. This is true of the monetary propo- 
sitions of the twenties which evolved into what we now call Keynesian 
income analysis. It holds for the refinement of the classical doctrine of 
international trade, carried out by Taussig and his pupils, and by 
Haberler, Harrod, and others who have lately married short-run classi- 
cal trade theory to income analysis. It is also the case with respect to 
the fundamental analysis of monopolistic competition, developed from 
the propositions of E. H. Chamberlin and Mrs. Robinson. It is my 
theme that these branches of economic analysis require two closely 
related forms of elaboration in order to serve as an adequate scientific 
framework for the making of public policy in the decades which lie 
ahead. It appears necessary that they be placed within a systematic 
treatment of long-period Marshallian factors; and that they be sys- 
tematically related to social and political analysis. 

The strictly intellectual history of economic thought over the past 
three decades might justify, in this generation, a phase of concentration 
upon issues which have been put aside in order to develop fully the im- 
plications of certain short-period frameworks. A swing back towards 
a consideration of long-period forces would be a natural development, 
quite aside from the issues of policy now being thrust upon govern- 
ments and economists, But there are urgent historical reasons for the 
current transition in economic thought, just as the evolution of thought 
in the twenties and thirties related closely to then current issues of 
policy. Some of these reasons can be seen by viewing the relevant 
branches of theory in the context of certain postwar problems of unem- 
ployment and inflation, foreign trade, and economic development. Al- 
though susceptible of consideration in similar terms, problems of mo- 
nopoly policy are here set aside. 


II 


The commitment of governments and the determination of peoples 
to use the power of the state to maintain relatively full employment is 
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evidently a momentous characteristic of our times. The economic doc- 
trine generated over the past quarter century on which full employ- 
ment policies are now largely based was developed, however, under 
rather special assumptions. It explored the forces which made for 
short-period fluctuations in effective demand, and it indicated some of 
the means open to governments to control the level of effective demand 
without interfering structurally in the economy. The function of gov- 
ernments was to supply, mainly by indirect means, a fiscal environment 
in which the private incentives to consume and to invest would so 
operate, with freedom for individuals and private institutions, that 
relatively full employment would be maintained. The Western World 
in the postwar years has not been a good testing ground, however, for 
the economics of full employment thus immaculately conceived. 

Quite apart from the intrinsic soundness or unsoundness of the con- 
ception, the living problems of employment policy in the postwar 
world have required for their solution a more direct interference in the 
workings of economies than envisaged in the pure Keynesian case. 
Postwar unemployment, where it has existed, has been largely of a 
structural character; while the problem of inflation requires a more 
profound analysis of societies and their workings than is offered by 
current theories of effective demand. 

Structural unemployment can be defined as resulting from an in- 
appropriate balance of resources; its existence stems, by definition, 
from a prior failure of investment to flow in appropriate directions, or 
from a failure of the working force to adjust appropriately in 
terms of location and skills. Persistent structural unemployment, there- 
fore, cannot be dealt with simply by a general increase in the level of 
effective demand. Such unemployment has existed in postwar years, not 
only in underdeveloped countries, but also in Italy and Germany. Its 
cure demands policy directed not merely to the level of effective de- 
mand, but also to the character of effective demand, including the 
character of investment which might eliminate unemployment by 
yielding a more appropriate balance among types of resources and 
capacity. The kinds of spending which might eliminate Italian unem- 
ployment, for example, require consideration of the skills available in 
the unemployed working force, its location, and its mobility. One 
must take into account the disposition of additional production that 
might be produced, given the level of costs obtaining in Italian indus- 
try, and the character of demand in domestic and foreign markets. 
The nature and scale of additional imports required to produce addi- 
tional output must be calculated. 

And when one turns to the underdeveloped countries of the world, 
the relevance of short-period income analysis to the problems of open 
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and concealed unemployment still further diminishes. When adequate 
skills are lacking in the working force, when mobility of labor is ex- 
tremely low, when skill in industrial work and high technical knowl- 
edge are lacking, measures simply to expand effective demand are of 
limited use, if not intrinsically dangerous. 

There is a further and fundamental factor to be reckoned with; 
namely, the quality of entrepreneurship. The assumptions of Keyne- 
sian (as well as classic) analysis include the condition that the social 
and institutional environment of an economy is such that once funds 
are made available under appropriate terms, and with an adequate 
level of effective demand, fruitful investment will occur, maximizing 
profits potentially available from existing resources and techniques. 
The inadequacy of this assumption helps to explain why what is now 
getting to be almost a generation of American economic officials in 
Italy have tended to develop into rather dangerous social revolution- 
aries. Italian unemployment is not going to be solved by any neat tricks 
of income policy. Neither in underdeveloped countries nor in advanced 
societies can profit maximization be automatically assumed; and when 
an appropriate environment for productive investment does not exist, 
an analysis of the conditions and political and social policies which 
might create it becomes directly relevant. The marginal efficiency of 
capital is a more complex and ambiguous concept than our normal 
usage would credit. 

For a variety of reasons the major test of income analysis in the 
postwar years has been with respect to inflation and its control rather 
than with respect to unemployment. Economists have debated among 
themselves the abstract issue of whether a society should accept a 
somewhat higher level of unemployment at the cost of a measure of 
direct control or a lesser level of employment with the maintenance of 
a greater degree of freedom of action. Here, as a citizen, the economist 
has full rights to be heard. As a social scientist, however, the modern 
economist’s equipment is severely lacking. For it is evident that an 
analysis of the optimum balance between full employment and indi- 
vidual freedom of action within the economy is a matter which must 
reach deeply into the whole social structure of a society, the political 
outlook of its people and major groupings, and, ultimately, into its 
scale of values. 

The choices which have been made in postwar Europe have not only 
reflected the complexion of the governments in power—with Social 
Democratic governments preferring the more equitable direct controls 
and a higher level of employment—they have also reflected the pro- 
portion of farmers in the working force (and the electorate), the qual- 
ity of the civil service, the sense of individual responsibility and civic 
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self-discipline, and other more profound social facts. Dirigisme, as it 
is called by its opponents, is thus a product not of political and economic 
doctrines only, but also of the ability of democratic societies to execute 
extremely complex administrative arrangements with efficiency and 
equity, including the collection of taxes—an art lost or never acquired 
in large parts of the world. 

The American people enter an era where full employment may be 
chronic with political attitudes and perhaps political machinery ill- 
adapted to suck a setting. The American farmers now coming of age 
have fathers whose lives were marked by the relative agricultural de- 
pression of the twenties and who had, at last, won the revolutionary 
rights of parity after acute depression in the years after 1929. They 
have grandfathers who lived through a part of the long and painful 
fall of prices from the end of the Civil War down to the mid-1890’s. 
Back to the early eighteenth century, at least, one can trace the Ameri- 
can farmer in politics trying to use his influence to mitigate the con- 
sequences for current income and debt burdens of periods of falling 
farm prices. The farmer of today has inherited the view that periods 
of agricultural prosperity are relatively transitory and that they should 
be exploited to the maximum by every means in order to cushion his 
position against the the evil day of overproduction that is likely to 
come again. In order to play an appropriate role in coming decades, 
the American farmer, like the producer of foodstuffs and raw materials 
around the world, may have to trade certain apparent short-period 
advantages against serious assurances of longer-run stability in his 
level of real income. The political lessons of parity are never likely to 
be unlearned in the United States; we must go forward from that point. 

Turning to the industrialists, it is possible in the United States that 
some slow beginning has been made towards a responsible balancing of 
short-run and long-run interests. While the National Association of 
Manufacturers may still be able, in good conscience, to battle against 
effective controls and against a politically realistic program of taxation, 
a significant margin of American businessmen are beginning to take 
into account in their current calculations the probably long-run costs 
for their environment of a major inflation. The Committee for Eco- 
nomic Development has, for example, consistently supported effective 
anti-inflation measures for the period of rearmament. 

Similarly, industrial labor, which has usually suffered, from the Na- 
poleonic Wars forward, in times of protracted inflation, is, relatively, 
prepared to enter into a negotiation for an effective anti-inflationary 
policy. Lacking a forum where such a negotiation might take place, 
however, like the farmers, the labor unions seek a version of parity in 
the form of a link between cost of living and wage rates, 
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At every stage, then, among each of the major interested groups 
which is well organized there is a struggle between short-run interests, 
as normally pursued, and a more or less clearly perceived long-run 
interest in avoiding the evils and consequences of a major inflation. On 
occasion the machinery of American politics and of American life, in 
a wider sense, has proved capable of generating effective action based 
on a calculus in which long-run advantages were seen to outweigh 
short-run costs; for example, in the cases of lend-lease and the Mar- 
shall Plan. Could not the lessons and methods of such passages of 
public discussion and education be applied to the problem of inflation? 

The attitudes of the major American groupings, however, and the 
possibilities of education, persuasion, and leadership towards more 
appropriate attitudes are not the only questions raised by the problem 
of inflation in the United States. There is also the issue of whether 
the political process effectively reflects the interests of all groups, on 
the basis of one man, one vote; and there are questions of the adequacy 
of present political machinery for negotiating an anti-inflation settle- 
ment. 

The problem of the appropriate margin between the degree of un- 
employment and inflation is, for a social scientist, a problem of 
analyzing the full structure and political procedures and capabilities of 
a society; and seen from the point of view of the policy maker, intent 
on controlling inflation, it is a problem of generating the attitudes and 
creating the political forum within which the major groups in the 
society might sacrifice a real or apparent short-run interest to a com- 
mon longer-run interest. Simple appeals for a higher degree of freedom 
as against the virtues of a lower level of unemployment with the accept- 
ance of controls is a limited and inadequate contribution from the econ- 
omist to a debate on the fundamental question, as is crusading for one 
or another special device which might limit the level of effective 
demand, if it were politically acceptable. We are up against nothing 
less than the problem of learning how to negotiate by democratic means 
an equitable distribution of the real national income. 


III 


Despite the recent fruitful marriage of income analysis to the 
classical short-run theory of foreign trade, a dramatic conflict has 
existed in the postwar world between the real problems of trade and the 
short-period analytic framework that modern economists instinctively 
brought to them—a conflict admirably described in another connection 
by the President of our Association.’ The world was so placed after 
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the second World War that not even an International Fund with 
enormously greater resources could have dealt with the international 
trade problems which emerged. The dominant lines of thought down 
to Bretton Woods implicitly assumed a long-period framework which, 
in international trade, as in domestic societies, would have left for 
conscious policy merely adjustments in the levels of effective demand. 
Even long-period international capital movements were mainly en- 
visaged as a means of adjusting demand and the short-term balance- 
of-payments position rather than also as a device for achieving appro- 
priate rates of growth in regions of the world economy and an appro- 
priate balance in the supply of the world’s commodities. The hard fact 
of a dollar shortage (and of distortions in the capacity of world pro- 
duction in relation to requirements which are, partially, its cause) has 
led to a set of problems not clearly capable of treatment within the 
frames of conventional thought. Thus the journals have seen awkward 
and occasionally tense exchanges among economists, struggling either 
to adapt the old frame or to create a new one to deal with the facts of 
postwar international economic life. 

What has happened in the world is that a converging set of long-run 
and short-run historical forces has damaged or destroyed the institu- 
tions which might have made these assumptions roughly valid: and it 
has pushed governments into increased control over the character of 
investment, as well as its volume in the Keynesian sense. 

On the Continent of Europe, almost irrespective of the political 
quality of the governments, there have been powerful forces at work 
converting the banker—and, in some of his functions, even the in- 
dustrialist—into a more or less acquiescent civil servant. And the 
process, begun by default, has had a self-reinforcing life of its own. 
Once the institutions of government responsibility and action are in 
motion, it becomes increasingly difficult for private investment to 
operate in the old way. And, in such a setting, young men of vigor, 
attracted by the excitement and risks of the most responsible positions, 
turn increasingly to the institutions where such decisions are taken: 
and those institutions are now more likely to be the departments of 
governments than the offices of banks and industrial firms. 

This trend has been reinforced by the nature of international trade 
problems in the postwar world and, over time, it is altering the char- 
acter of trade problems. 

In the first place, a considerable proportion of European investment 
funds have derived from international loans and gifts. Inevitably, since 
such loans and gifts were made between governments, governments 
have taken a large hand in their disposition. 

Secondly, aspects of the dollar problem have greatly accentuated 
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this trend. The dollar crisis can be defined substantially in terms of the 
lack of an appropriate balance in the constitution of the world’s pro- 
duction. Foodstuffs and raw materials, in general, have been in rela- 
tively short supply, with important consequences for the terms of 
trade; and too high a proportion of available production has been 
located in dollar areas. Looked at from the point of view of a Western 
[European government in the immediate postwar years, the problem 
confronted was in a sense a commodity problem. Certain commodity 
requirements could not be met (for a politically minimum standard of 
living and rate of progress) unless they could be produced at home, 
within an accessible currency area, or somehow acquired from the 
United States or elsewhere in the dollar area. Governments were led, on 
this view, to encourage production in particular directions both at home 
and within their empires when such were available. The commodity 
approach to the structural problem of international trade required con- 
cern for the character of current investment as well as its volume; and 
it has left the institutions of capital investment operating by means and 
under criteria quite different from those which are assumed to operate 
in a short-period analysis of income fluctuations or in classical foreign 
trade theory. 

The problems raised by rearmament in the United States have 
tended to move America in somewhat t.e same direction. There is, 
first, the need to mobilize industrial capacity in line with priorities for 
military end products. This alone would heavily determine the com- 
position of American investment during the rearmament period. Be- 
yond this, the high levels of employment and rapid advance in output 
during the postwar years have revealed to the United States and the 
Western World its inadequate raw materials base, given its long-run 
rate of industrial development and the short-run accelerated require- 
ments of a rearmament effort. Large industrial complexes, like the 
steel and oil firms, as well as the government itself, have been forced 
to think in terms of their long-run requirements for certain raw ma- 
terials and consciously to devise means in co-operation with the gov- 
ernment for generating investment to yield appropriate future capac- 
ity. Although the United States retains to a greater extent than Europe 
the structure and procedures of a private investment system, its post- 
war experiences have also pushed the government to enlarged responsi- 
bilities for the composition of investment. The pattern of American 
investment is not being determined by automatic, atomistic responses 
to short-period movements in the price system. 

These observations on the nature of the changes in the investment 
process in the postwar years have a particular relevance to the 
maintenance in the future of long-term equilibrium in the world trading 
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area. For what is unique about the present situation is that the process 
of structural adjustment is not now taking place by means of private 
capital flow responding sensitively to the current and expected move- 
ments of world prices and the scarcities they would reflect. The world 
price mechanisms and patterns of domestic and international invest- 
ment are heavily controlled; and a world capital market no longer 
exists. What the economist has long assumed would happen auto- 
matically is now happening, if at all, as the result of more or less con- 
scious action by governments and their civil servants. 

To say that the variables which determine the character and rate of 
structural adjustment in world trade are now partially planned is not 
to say that they are totally planned; and it is certainly not to say 
that the partially planned investment of our time is producing more 
rational patterns of investment than in earlier times where these deci- 
sions were taken less self-consciously. Here, as in other areas of eco- 
nomic analysis, it appears to be of importance that the debate is not 
conducted simply in terms of planning versus no planning. The alterna- 
tives left open to us by history appear to be not whether planning will 
take place, but what kind of planning; and, in particular, we must 
establish, within the limits of our substantive goals, what maximum 
areas of economic life can be left to operate on the basis of individual 
and private institutional decisions. 

The kind of long-period dynamic analysis required of the economist 
in present circumstances, however, is precisely the area assumed away 
at the outset in the conventional theory of international trade. What 
was once the domain of the private banker, studying the state of the 
news, peering into the future, weighing the prospects in the light of a 
complex and changing environment, is now in considerable part the 
domain of governments and, therefore, of economists as well. It may 
or may not be a useful device of exposition to regard investment as 
determined by the accelerator plus some mysterious exogenous factors 
covering innovation and population growth. What can be said with 
certainty is that such analytic devices are of very little use in guiding 
men who, for better or worse, are burdened with a part of the responsi- 
bility for managing in some appropriate way the pattern of current 
investment, both endogenous and exogenous. We are all bankers now, 
trying to operate from a general rather than an atomistic perspective on 
the world economy: and the creative banker has always been a practi- 
tioner of a dynamic theory which has not yet been formalized by 
economists. 


IV 


The postwar world has been colored by still another force; namely, 
the heightened aspiration of the hitherto underdeveloped countries of 
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the world. Their desires for political independence and for rapid 
economic development were no new facts. The events of the war, 
however, much accelerated the old trends in those regions. In con- 
siderable areas of the Far East, the initial military defeat of the 
Western colonial powers, a period of Japanese occupation under the 
slogan “Asia for the Asians,’ and the postwar weakness of the West 
vielded a strengthening of the long-run aspirations of the area for 
independence and material progress. In somewhat different ways, 
wartime events in India, the Middle East, Latin America, and even 
Africa operated in the same directions. 

These regions emerged into a postwar world, moreover, where they 
were badly needed by the more industrialized powers. They were 
needed economically as a source of raw materials and as markets for 
industrial products at a time when Eastern Europe, Soviet Russia, and 
China were playing an extremely limited role in the world trading 
framework. They were needed because the structural balance of world 
production, as on occasions in the past, placed a special premium on 
certain kinds of output they might supply. And they were needed, for 
fundamental political and security reasons, as effective parts of a non- 
communist coalition. 

As a result, the issues of economic development from relatively 
primitive beginnings have exercised increasingly the minds of econo- 
mists as well as policy makers in the major capitals of the advanced 
countries of the Western World. The issues of basic economic develop- 
ment must clearly have for this generation a different priority than for 
the generations which included John Stuart Mill, Alfred Marshall, and 
Keynes. All hands are likely to agree that a fundamental analysis of 
economic development can neither be conducted within a short-period 
analytic framework nor can it be fruitfully carried out without a direct 
consideration of the interacting relations between economic decisions 
and social and political forces. One must return to Adam Smith and 
The Wealth of Nations for a satisfactorily dynamic and wide founda- 
tion for useful thought in this area. 

The issues posed by economic development may be grouped under 
the broad headings of the determinants of population growth, the 
determinants of the growth of capital, and the appropriate composition 
of current investment. Included must be the qualitative elements 
attaching both to population and to capital. If one examines the 
growing current literature addressed to the practical problems of 
economic development, one is struck by the willingness to consider 
afresh the determinants of population and capital growth. One is also 
struck by the insufficiency of such analyses as a guide to policy. 

The recent United Nations report on “Measures for the Economic 
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Development of Under-developed Countries” is an excellent case in 
point. It poses admirably the issues involved in economic development, 
on lines not very different from those of Mill. The substantive analysis 
begins (Chapter III) with a statement of the preconditions of economic 
development, emphasizing the necessity for what Mill would have 
called a strong “effective desire of accumulation”: “Economic progress 
will not occur unless the atmosphere is favorable to it. The people of 
a country must desire progress, and their social, economic, legal, and 
political institutions must be favourable to it. . . . Economic progress 
will not be desired in the community where the people do not realize 
that progress is possible. Progress occurs only where people believe 
that man can, by conscious effort, master nature.” The argument then 
proceeds to the forms of economic organization required to implement 
‘‘a desire for progress”: to a consideration of the role of technology; 
to the acceptance of innovations of a character appropriate to the 
stage of development; and to the problem of domestic capital supply. 
Population growth is then examined and the question of priorities in 
planning; finally, the analysis comes to rest on the relations of the 
underdeveloped countries to the world trading area, with special 
emphasis on the terms of trade and the import of external capital. 

Although the report abounds in ad hoc and wise observations on 
various phases of the development process, its major end product is a 
calculation of the size of the flow of external capital required in order 
to permit an annual rate of growth of output of 2'4 per cent for the 
underdeveloped areas. At the climax of their argument, the United 
Nations experts largely take the social framework, the quality of the 
working force, and the productivity of capital investment as given, 
relatively fixed, and outside the scope of political action. Within that 
framework they define the likely increase in the population, working 
force, and scale of investment financed from domestic resources in 
underdeveloped areas. Against this background they then calculate the 
scale of additional capital flows required to raise output at the chosen 
rate, which they regard as a reasonable minimum standard for prog- 
ress. 

It would be widely agreed that the issues raised in this report are 
the relevant issues and the key calculation is both imaginative and 
interesting. It would also, however, be agreed that social scientists 
have only begun to consider how the issues raised may be effectively 
handled in terms of public policy. For it is now a fairly firm lesson 
of modern experience with economic development that social and politi- 
cal factors are decisive and their change should be a prime goal of 
policy. We must do more than pump in dollars and let political and 
social history take its course. 
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Aside from its recommendation concerning capital flows, achieved by 
making heroic arbitrary assumptions, the “Economic Development” 
report confines itself largely to posing questions rather than answering 
them. The question of the rate of growth of population in relation to 
the national income is, for example, clearly raised. The experts point 
to the possibility that rising population may absorb the bulk of 
domestic capital formation in backward areas and note that “there are 
many countries where further increase of population must, all things 
considered, be found to be an adverse factor.’ But, in the best tradi- 
tion of modern economic analysis, they place this decisive issue—the 
reduction of fertility rates—in the hands of someone else: the United 
Nations Population Commission. 

How, in fact, can one institute a policy in a backward area designed 
to reduce the rate of growth of population without a reduction in alloca- 
tions to public health? How does one calculate the appropriate outlays 
in a given backward area for public health as opposed to alternative 
forms of investment? These are the real and painful issues posed. 
Merely to pose them clearly is an important contribution. They are 
issues, however, to which the social sciences now offer no easy answers. 

The report considers, in similar exploratory terms, other issues of 
choice in the allocation of resources: the issues of choice between 
consumption and investment; investment in human beings and invest- 
ment in material capital; investment in public works and investment 
in other productive activities; between autarchy and foreign trade; 
and between industry and agriculture. Leaving aside the question of 
choice between consumption and investment, which is a fundamental 
matter of social judgment as to the rate at which material progress is 
sought on the one hand and the minimum tolerable standard of living 
on the other, the other choices all involve some conception of the 
appropriate balance of investment in different sectors of a developing 
economy. The issues posed by this presentation of choices demand a 
kind of sectoral analysis of the appropriate composition of investment 
in societies undergoing change which has not yet begun to be dealt with 
systematically by modern economists, historians, or other investigators. 

And if one looks more deeply into the problem of the composition 
of investment in terms of particular commodities, an issue is raised 
which demands a form of analysis of importance equally to developed 
and to underdeveloped countries. As noted earlier, the character of 
postwar world trade problems has directed the attention of govern- 
ments and economists to the long-run prospects for the requirements 
and the supply of particular basic foodstuffs and raw materials. On the 
other hand, the underdeveloped areas are impressed with the irregular 
history of demand and prices in relation to supply for these basic 
foodstuffs and raw materials. This reading of lessons from history 
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constitutes an important general inhibition on underdeveloped countries 
to commit their investment resources to increased output of basic 
commodities, just as, in another aspect, it limits American capabilities 
to deal with the threat of inflation. 

It seems inevitable that the world trading area will have to establish 
a common view of future demand requirements in certain directions; 
generate the capital necessary to produce supplies on an adequate scale; 
and make guarantees over substantial time periods covering the income 
to be derived from the furnishing of such marginal supplies. The idea 
of buffer stocks to maintain a smooth flow and a stable price level 
for such commodities is by no means new. It must be placed, however, 
in terms of a longer-run framework of calculated requirements and 
longer-run guarantees of income. Moreover, the development of basic 
commodity production in the backward areas must be envisaged in 
terms of a progressive advance in the stages of processing accomplished 
within the producing region which would raise the relative income 
available to the backward areas as their general economic capabilities 
increase. In formal terms, what we require is a dynamic version of the 
principle of productivity maximization at the margin. 

The need to develop this form of analysis is heightened by the 
probable institutional development of many of the underdeveloped 
areas: It has been a minor irony of the postwar experience of the 
United States that its agents, both in Europe and in underdeveloped 
countries, have found themselves urging an increased role for govern- 
ment planning in the economies of the areas where the American 
interest was engaged. This was the consequence of no conspiracy 
among New Dealers or socialists who found their way into American 
foreign operations. This was a realistic response to the nature of the 
societies where a sustained rate of economic development was sought 
in the American interest. It is easy to forget that before the Industrial 
Revolution came to Western Europe and to the United States it was 
preceded by several centuries of commercial and early industrial 
development which had formed a class of private entrepreneurs pre- 
pared morally, intellectually, and technically to exploit the potentialities 
of the innovations that came forward. A vigorous middle class was 
in a sense the most important of the economic innovations of modern 
times; and it is not susceptible of rapid diffusion throughout either the 
older industrial or the underdeveloped regions of the contemporary 
world. 

Although their historical traditions differ, underdeveloped regions 
may well require a stage where the fundamental decisions of risk and 
innovation are taken in large part by governments rather than by 
private individuals and institutions. 

In the longer run, of course, it is altogether possible that these re- 
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gions will move away from government control towards a dispersion 
of authority in the making of these key decisions. Something of this 
process happened rather quickly in nineteenth century Japan. Its 
occurrence in other underdeveloped areas will depend, however, on the 
generation of a new and responsible class prepared morally and 
technically to perform the requisite social and economic functions. 

V 

It may thus be concluded that the complex and devious processes of 
history are forcing democratic societies to form conscious policy 
concerning issues which economists in recent decades have been able 
to set aside as irrelevant or self-resolving. What might be called the 
pure Keynesian hope—that the intervention of governments in demo- 
cratic societies might be limited in this century mainly to the main- 
tenance of an appropriate level of effective demand—has been belied 
by events and by trends some of which, at least, do not appear re- 
versible in the foreseeable future. In different ways this appears true 
of the political economy of full employment, foreign trade, and 
economic development. 

If the short-period formulations generated in recent decades are an 
insufficient analytic framework for our times, they incorporate a spirit 
and an aspiration which should not be lost in the elaborations that must 
come. Keynes in particular was dominated by a desire to defeat the 
notion that the underlying individualistic moral and ethical values of 
the Western World must be lost if the economic problems of this cen- 
tury were to be conquered. He believed it within the wit of man to 
design conceptions and institutions which incorporated their values and 
which would permit a reasonable control of the economic environment 
while maintaining wide areas of individual choice in economic de- 
cisions and a wide area of human liberty in the broader sense. The 
issues posed for democratic societies by the need to draw a line of 
policy between full employment and chronic inflation and by the need 
to consider consciously the appropriate pattern of investment, as well 
as its scale, are, indeed, serious. Their solution will require changes in 
outlook and economic analysis of a major kind among economists and 
other social scientists, among politicians and civil servants, and, ulti- 
mately, among the peoples of the democratic world. These are changes 
no less profound—and perhaps more profound—than those wrought 
by the Keynesian revolution, which has brought the majority of men 
to the view that the short-run level of income is a matter that lies 
within the compass of conscious policy. And unless these newer issues 
are faced, they will constitute a threat to relatively free social and 
political structures. They cannot be ignored with impunity any more 
than could the depression after 1929. 
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Even where the solution of these problems demands enlarged func- 
tions for the state, social scientists must struggle to establish formula- 
tions which will lead to techniques of minimum direct intervention. 
There is nothing in the world’s history since the eighteenth century to 
belie the deep skepticism of human ability to wield concentrated power, 
economic or otherwise, which helped shape the American Constitution 
and which underlies, in one form or another, democratic societies every- 
where. Government and intergovernmental policies which will tend to 
produce an appropriate balance of investment in the sectors of the 
world economy need not be synonomous with total government control 
over the direction of investment outlays. The devices of indirect in- 
fluence can be fruitful, especially if action is taken before crisis situa- 
tions emerge. 

Further, there must be faith that intelligent democratic action is 
related to the degree to which problems are understood and the public 
is informed. In the end, it is in this underlying function of perception 
and education that the social scientist most importantly serves society. 
On this view he cannot afford to lag in his abstract formulations too 
far behind the events and problems of the active world. 
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DISCUSSION 


Vincent W. BLapeN: Among the many issues raised by Professor Rostow 
in his stimulating paper there are three on which I would like to comment 
briefly: first, his plea for long-period analysis; second, his emphasis on the 
key importance of investment; third, his disturbing comments on the role otf 
the economist or social scientist. 

In dealing with the first problem, there is a minor terminological point to 
be cleared away. I take it that what most economists (including, I think, 
Marshall) called “long period’ analysis is included by Professor Rostow in 
“the framework of Marshallian short-period analysis,” and that the “long- 
period Marshallian factors” that we are urged to study are those of the longer 
run or of secular change. In this longer run one cannot, of course, take for 
granted the institutions (including the attitudes, beliefs, and behavior pat- 
terns of the people). This is where one must hope for help from the 
economic historian and the sociologist. But there is a serious danger. So 
great has been the contribution of the theorists in the last thirty years that 
there is a temptation to try to apply the same methods to the study of this 
longer period. Indeed there is some pressure to be theoretical, to build models, 
in order to be respectable. Now it is my belief that the problems of institu- 
tional change and long-run growth are not susceptible, at any rate in the near 
future, of treatment by model building and mathematical analysis. This is 
not to disparage such analysis; it has made enormously valuable contributions 
and will make more. But let not success in dealing with one set of problems 
lead us to expect it to be equally successful for another set. 

Marshall said that the economist needs the three great intellectual faculties 
of perception, imagination, and reason; and most of all he needs imagination. 
This is true of the theorist who needs imagination and judgment in choosing 
the characteristics of his models, and even more in determining the relevance 
of his results for the problems of the real world. It is even truer of the study 
of the longer run. And this leads me to mention an educational problem which 
has worried me for some time. How do we develop imagination and judgment 
in the social scientists we try to train? It is relatively easy to develop skill 
in analysis and to determine what degree of skill you have developed. But 
do we sometimes kill off judgment and imagination in the process of de- 
veloping vigor of analysis? This is a problem that the graduate schools should 
consider very seriously. 

Whatever the appropriate method of study, there must surely be agreement 
as to the importance of more effective understanding of the longer run for 
the criticism of current economic policy. Consider for instance the problem 
of structural unemployment. Says Professor Rostow: “Persistent structural 
unemployment, therefore, cannot be dealt with simply by a general increase in 
the level of effective demand.” The trouble is that it can be so dealt with in 
the short run; that it can be alleviated, but that other troubles— inflation and 
balance-of-payments difficulties—are thereby created and correction of the 
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structure postponed. The trouble is the greater if the reason for the depressed 
industry is technical inefficiency rather than overexpansion relative to demand. 
The doctrine of full employment, be it remembered, is accompanied by the 
doctrine of “no bankruptcy” about which little is said. And let it also be 
remembered by liberals that the politically tolerable level of unemployment is 
very likely below full employment. 

Let me turn to the second point: investment. In each of Professor Rostow’s 
three sections the problem of investment is crucial. The economic doctrine of 
the last quarter of a century focused attention on the importance of the level 
of investment and stressed the duty of governments to create a “fiscal en- 
vironment” in which there would be adequate incentive to invest. In fact 
there has been more “direct interference” than was “envisaged in the pure 
Keynesian case.”’ In part this has been the result of special difficulties of war 
and of political and social instability; but in part one must recognize that 
the doctrine was naive. The analysis of investment ran in purely rational 
terms of income maximization, appropriate to model building but probably 
misleading as applied to decisions to venture and invest in the real world. 
The study of the climate of enterprise is essential. I am delighted that Pro- 
fessor Rostow calls for a return to Adam Smith “for a satisfactorily dynamic 
and wide foundation for useful thought in this area.” But I believe that Mill 
and Marshall have more to offer than he recognizes; for there was much 
more to both of them than pure theory. And I believe that the neglected 
Canadian John Rae has perhaps the most to offer of any of them. All of this 
is a call to investigation of the nature of entrepreneurship and of the basis 
of decisions to invest. If we can really learn how to create the conditions 
under which private investment is likely to be undertaken, we might do some- 
thing to eliminate unemployment without eliminating free enterprise with it. 

One further small point relating to investment. Reading this paper con- 
firms me in the opinion that John Stuart Mill’s dictum, “demand for com- 
modities is not demand for labour,” was largely true in relation to the condi- 
tions of his world. Professor Rostow is concerned at various points with the 
probability that “effective demand” will not produce “investment.” He also 
is talking about the real world, as was Mill, not about a model peopled by 
“maximising” creatures. 

Finally, I come to the disturbing feature of his paper, and if I judge Pro- 
fessor Rostow aright, it will be disturbing to him too. In spite of the liberalism 
of the final paragraphs, I detect a recurrent theme which seems to threaten 
a “new despotism,” and, what is most disturbing to me, the economist, or 
perhaps the social scientist, is cast in the role of despot. I would have 
hesitated to confess to these feelings had I not found that one of my col- 
leagues, a visitor from Europe, was even more profoundly disturbed by them. 
The reference to the problem of “generating attitudes” appropriate to the 
control of inflation made my colleague jot down the note: “propaganda, 
ideologies, secret police.” The remark that we “must do more than pump in 
dollars and let political and social history take its course,” brought from my 
colleague a note about shouldering the white man’s burden. But the point at 
which I felt most disturbed was concerned with the problem of population 


32 AMERICAN ECONOMIC ASSOCIATION 


growth. “In the best tradition of economic analysis,” says Professor Rostow, 
the “Economic Development” report places “this decisive issue—-the reduc- 
tion of fertility rates—in the hands of someone else: the United Nations 
Population Commission.’’ The implication is that the economists should have 
dealt with the problem and should have made themselves masters of the other 
relevant social sciences in order to deal with it effectively. For my part this is 
a matter for the people concerned, not for social scientists, and especially not 
for social scientists of an alien race. “How,” asks Professor Rostow, ‘“‘can one 
institute a policy in a backward area designed to reduce the rate of growth 
of population without a reduction in allocations to public health?” Can, or 


should, the social scientist calculate the “appropriate” public health expendi- 
ture? When it comes to “values” is it not the artists, the prophets, the priests, 
the politicians who have authority? The economist as a citizen is an amateur, 
and counts as one. In an era of planning he must learn his role, which is not 
that of despot imposing values, but of adviser indicating inconsistencies and 
impossibilities in the plans of the democracy. He must not let a taste of 
power go to his head. As Professor Taylor says, there are no experts in justice. 


W. A. Mackintosu: I am sorry that I had not an opportunity to read 
Mr. Taylor’s interesting paper before the session. Its range and content is 
such that I find it difficult to make the kind of comment which I know one 
would wish to make after giving some study to it. As for Mr. Rostow’s paper, 
Mr. Bladen and Mr. Homan have discussed a number of aspects of it in some 
detail. I propose to take a few minutes to make some comments which are 
relevant to both papers and also to the general subject of the relation between 
economic theory and policy. 

Economics is a system of analysis which by its nature will not yield full- 
blown prescriptions of policy. Policy emerges when the results of economic 
analysis are combined with political and social considerations and have been 
subjected to the experience and judgment of the policy maker. There is 
probably no question of policy in which the only standard of judgment is 
economic. There are many questions in which other standards of judgment 
outweigh the economic standard. Nevertheless, in ail these cases it is necessary 
to have some appreciation of the economic advantages or costs of the decision. 

The distinction between principles and policy is elementary but neverthe- 
less important. It is the old distinction between science and art. In acting or 
recommending action, an economist steps out of the field of science into that 
of the practitioner and needs knowledge and experience beyond the limits 
of his scientific training. Too many economists are anxious to fly straight from 
a diagram into a statute book. This is not to minimize the importance either 
of the economist or his subject but is merely intended to emphasize the fact 
that it is essential that he be continuously aware of the basis on which he is 
acting. The one thing that is certain of the future of a country is that it will 
be somewhat different from anything that has been predicted. Economic 
analysis is important in giving the proper direction to policy. So far it has 
been less successful in setting the limits or magnitudes for particular action. 
Despite the efforts of the econometricians, it is still wisdom on the part of a 
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policy maker to retain in his policies a flexibility which will enable him to 
take account of the unpredictable future. 

A characteristic which has been most frequently lacking in economic policies 
has been that of cohesion and consistency. Often there are political circum- 
stances which explain why these are hard to obtain and there are compro- 
mises, too, which blur the pattern; but it is astonishing how often economists 
themselves forget to think in terms of Marshall’s mutual-determination 
analysis and indulge in interminable arguments on the decisiveness of this or 
that factor in a complex situation. It is not enough in economic policy to 
propose to do a right thing. The effective handling of any economic situation 
usually requires decisions to do a preponderance of right things. Unless each 
element in a policy makes more effective each other element, the policy is 
likely to fail. Where certain objects are to be achieved, success will largely 
depend on creating a totality of pervasive influences all directed to the 
desired ends. 

I am glad of an opportunity to reinforce what was implicit in the whole 
of Mr. Rostow’s paper; namely, the importance of a knowledge of history 
which hitherto at any rate has been our main source of the knowledge of 
economic dynamics. Unless the economist is intimately aware of the favorable 
and unfavorable conjunctures of circumstance which have given impetus and 
shape to economic changes, he will have little aptitude for policy. It is, how- 
ever, not merely history or economic history as such but more particularly 
the history of the development of an economy which can give this useful 
background. 

May I add one more comment. I am all in favor of the economist and the 
politician being separate and distinct persons. On the whole, I think the 
country in which the economist has picked up the passwords of the politician 
and the politician has acquired the jargon of the economist is headed for the 
bottomless abyss. If he is to do his share, the economist must first make his 
economic analysis without reference to political considerations except such 
obvious ones as may exclude certain directions or instruments. If he can then 
make clear to the politician the economic objects to be attained and the 
alternative instruments and policies available, he may get from the good 
politician an equally expert judgment as to the feasibility of such policies 
and as to their elements of political strength and weakness. For the economist 
to begin in an amateurish attempt to mix his economic analysis with his 
political hunches is to produce a nondescript product and to deprive himself 
of the value of the awareness and experience of the good politician. 

In nothing that I have said have I intended to suggest that the economist 
should not interest himself in economic policy. It has for a number of years 
been my own chief interest. What I am suggesting is that the economist must 
first straighten out the direction of policy by means of his economic analysis 
and only then come to a consideration of ways and means and of eventualities 
of the future, having a clear realization that in this part of the field he cannot 
talk with the dogmatism of science but can only appear as one among a 
number of practitioners of an art. 


ISSUES IN METHODOLOGY 


INTRODUCTORY REMARKS 


By Fritz Macuiup, Chairman 


This is a session on “Issues in Methodology.” Methodology is a part 
of epistemology, the theory of knowledge. Epistemology, along with 
ontology, cosmology, and theology, is frequently classified as meta- 
physics. A discussion of metaphysical issues in the Grand Ballroom, 
with hundreds of keenly interested economists! What has come over 
all these practical-minded economists? 

Usually only a small minority of American economists have pro- 
fessed an interest in methodology. The large majority used to disclaim 
any interest in such issues. These disclaimers were based on a misunder- 
standing of a kind different from that underlying the antitheoretical 
pronouncements of the extreme historicists and institutionalists. The 
antitheorists were not aware of the fact that they were theorizing or 
using theory. But while the researcher in economics cannot avoid 
using a method and implicitly accepting an epistemological position on 
how to distinguish the knowable from the unknowable, the true from 
the false, the probable from the improbable, it is possible for him to 
refrain from talking about methodology. But the very people who 
said “‘let’s not bother with methodology, let’s not waste time talking 
about it,’ did talk about it a good deal. These antimethodologists were 
not aware of the fact that they talked methodology when they said such 
things as “this is too abstract,” “this is more realistic,” “this is purely 
static reasoning,” “this is not statistically verified,” “there is no histori- 
cal evidence for this,” and so on. 

The six men on this platform are going to talk consciously and 
openly about issues in methodology. 
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IMPLICATIONS FOR GENERAL ECONOMICS OF MORE 
REALISTIC THEORIES OF THE FIRM 


By Kk. E. BouLpINnG 
University of Michigan 


In the last few years a good deal of dissatisfaction has been expressed 
with the theory of the firm as it has come down to us from Cournot by 
way of Marshall, Chamberlin, and Joan Robinson. It is hardly neces- 
sary to say that the basic principle of this theory is the principle of 
profit maximization, and that the marginal analysis is merely an 
elaborate spelling out of this basic principle. There have been two 
main lines of criticism. The first is that the theory is unrealistic because 
it does not have enough variables in it, or because the variables of the 
theory do not in fact correspond to the significant variables of the 
firm. The second is more fundamental; it attacks the principle of 
maximization itself, on the grounds that it does not correspond to the 
actual principles which motivate and direct behavior. 

The first criticism is one that is fairly easily remedied within the 
general framework of the marginal analysis by the simple process of 
adding new variables. Thus in the Chamberlin-Robinson versions of 
the theory, I myself have argued in several places, there is a serious 
deficiency in that the asset variables of the firm are not included 
except in a highly indirect way in the total cost. The Chamberlin- 
Robinson firm seems to have no balance sheet, no liquidity problems, no 
financial problems, no cash budget, and no investment program; it 
maximizes a curious income variable called net revenue, of which no 
accountant ever heard, and presumably lives happily ever after. It is 
not too difficult, however, to incorporate other variables into a more 
generalized marginal analysis, and I have made some steps in this 
direction in my Reconstruction of Economics.’ The balance-sheet 
variables, in the accounting sense, are not the only ones which can be 
included in a generalized marginal analysis of this type. The psychologi- 
cal and sociological variables of the firm, insofar as they are subject to 
measurement, can also be included. Thus we can count “morale” as a 
psychological asset, and discuss morale-building expenditures as also 
subject to the marginal analysis, being carried on like any other to the 
point where marginal gain is just equal to marginal loss. 

The second criticism of the marginal analysis is more fundamental. 
It is directed. not at the details, but at the basic assumption of profit 
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maximization itself. The criticism takes two forms: the first is that 
profit maximization is simply not what firms in fact do; the second is 
that even if firms wanted to maximize profits, there is no way of doing 
it. The criticisms of Hall and Hitch’ and of R. A. Lester’ are of the 
first kind; that of Stephen Enke* is of the second. Insofar as these 
criticisms have theoretical content, however, they come to much the 
same thing: that the maximization of profits is unrealistic because 
firms cannot possibly know when profits are at a maximum. Hence 
firms must adopt rule-of-thumb methods of behavior (like full-cost 
pricing) which do not necessarily maximize profits but which fit into 
their information systems. Profit maximization is ruled out because 
there is nothing in the information system of the firm which reveals the 
marginal inequalities which would be indicative of a failure to maxi- 
mize profits. The information system reveals average costs; it reveals 
sales, production, inventory, debt, and other figures in the balance 
sheet and income statements. It does not, however, generally reveal 
marginal costs and still less does it reveal marginal revenues. If the 
firm cannot know when it is not maximizing profits, therefore, there 
is no reason to suppose that it maximizes them. 

Much of this criticism seems to be destructive, in the sense that it 
seems to knock down an existing theory without setting up any other 
in its place. The criticism is grounded, however, in the beginnings of 
a general theory of organization and behavior which is emerging in 


many fields, notably in the work of Cannon the physiologist,? Barnard 
the theorist of organization,® and Wiener the founder and namer of 


cybernetics.’ This general theory of organization begins with the 


concept of homeostasis; that is, of a mechanism for stabilizing a vari- 
able or a group of variables within certain limits of toleration. Every 
organism or organization is characterized by a group of such variables, 
and the organization consists mainly in more or less elaborate apparatus 
to maintain these variables between an upper and lower limit. Should 
any of the essential variables rise above the upper limit, machinery 
must be brought into play to reduce it; should it fall below the lower 
limit, machinery must be brought into play to raise it. An organization 
in this view consists of an aggregate of such governing mechanisms, 
sometimes called control or “feedback” mechanisms. The simplest 
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example is perhaps the thermostat, or a governor on an engine. ‘The 
body contains dozens of such mechanisms, maintaining a great many 
physical, chemical, and even psychological variables within a limited 
range of toleration: temperature, blood pressure, water content, calcium 
content, and so on down a long list. Any organization likewise may be 
characterised by a long list of variables which have upper and lower 
limits demanding appropriate action. 

A control mechanism always involves a number of parts. There must 
be first a receptor of information (i) which picks up information re- 
garding the variable to be controlled and, in particular, picks up infor- 
mation regarding divergence between the actual value of the variable 
and the limits of toleration. In the simplest mechanism, all that is neces- 
sary is qualitative information about the sign of this divergence: the 
minimum information is that the variable is above the upper limit or 
below the lower limit of toleration. This information must be trans- 
mitted by a communications system (i) to an executive, or decision- 
maker (ii). The function of the executive is to transform the informa- 
tion received into instructions; it (or he) can be thought of as a kind 
of production function, receiving information by one communications 
system and sending out instructions over another (iv). The instructions 
go to effectors (v) which carry out the instructions, and can produce 
an effect which is carried by another communications system (v7) to 
the controlled variable. Thus in the thermostatically controlled furnace, 
we have the thermostat (7) which registers divergence of the tempera- 
ture from the tolerated limits (the upper and lower limits may in this 
case be contiguous). This information is transmitted by a wire (71) 
to the furnace control (ii), which transforms the information into 
instructions sent by another wire (iv) to the furnace (v), which is 
capable of transmitting the effect (heat) by a system of pipes and 
radiators (vi) to the environment of the thermostat. 

The theory of the control mechanism has been developed in some 
detail by Wiener, and we need only mention some conclusions here. 
One is that a control mechanism always involves a cyclical movement 
of the controlled variable, the amplitude of the cycle being a function 
of the sensitivity of the mechanism. If the mechanism has pronounced 
lags, the corrective effect may only be brought into play after an 
extensive divergence of the controlled variable from the norm, and 
the correction may go too far before the countercorrection comes 
into play. The famous contrast between the hand-fired furnace, where 
the house has two temperatures, too hot and too cold, and the automatic 
thermostat, where the cycle is practically imperceptible, illustrates the 
point. 

The thermostat is a very simple control mechanism because the 
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controlled variable (temperature) in the absence of control constantly 
tends to diminish, assuming that the tolerated temperature of the house 
is above that of the outside. Action, therefore, is only needed in one 
direction—that of supplying heat; the only action necessary when the 
temperature becomes too warm is to turn the furnace off. Where the 
movement of the controlled variable in the absence of control is 
random and may be in either direction, the problem of the “effector” 
becomes more difficult, and it is generally necessary to have two kinds 
of effectors: one to operate when the uncontrolled movement of the 
variable is downward (e.g., a furnace) and another to operate when 
the uncontrolled movement is upward (e.g., a refrigerator). This also 
requires greater complexity in the information system, which must be 
capable of detecting in what direction the uncontrolled movement of the 
variable would be going. Otherwise we will have the mechanism switch- 
ing on the refrigeration unit in winter and the furnace in summer. In 
the case of physical variables, this task is not too difficult. In the case 
of social variables, however, the information system may have con- 
siderable difficulty in delivering information which will enable the 
executive to choose the appropriate effector. Thus suppose a firm is 
faced with inventories rising above what it considers to be the limit 
of toleration. A control mechanism of some sort will come into play. 
There is, however, a choice of mechanisms. The firm may reduce 
prices and institute a selling campaign in order to increase sales. Or 
it may cut back production and allow the existing rate of sales to lower 
the inventory. If the piling up of inventory is a result of a faulty price 
and sales policy relative to the general state of the market, the first 
technique may be effective. If the piling up of inventory is due to a 
general depression and decline in income, the second technique (from 
the point of view of the firm) may be more effective. Information about 
the mere quantity of inventory is not sufficient to distinguish between 
these two policies. 

There is yet another complication of the control mechanism which 
is of great importance for social organizations. In organizations of any 
degree of complexity there is not a single variable to be controlled but 
a large number of variables, and the effectors which affect one may 
also affect others. If each variable to be controlled has an isolated 
effector which is capable of controlling it, the multiplicity of variables 
presents no problem. We do not in general find this to be the case, 
however. Action which is taken to influence one variable will almost 
always have some effect on the others. A great deal of human frustra- 
tion arises from this confusion of effectors. It is a commonplace that 
when we solve one problem we generally create three others. If the 
effectors are sufficiently confused, the problem of control will become 
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insoluble: in endeavoring to stabilize one variable we inevitably un- 
stabilize others; acute cycles may be set up and the organization may 
even disintegrate. 

So far we have simply assumed the existence of certain controlled 
variables and of machinery to control them. Clearly, however, the 
theory cannot stop there. Two further questions must be raised. The 
first is what determines the limits of tolerance of the controlled 
variables and under what circumstances do these limits change. The 
second is under what circumstances is the organization itself changed, 
in one regard or another. In the simple theory of control, a divergence 
between the actual and the ideal value of the controlled variable sets 
in motion a control mechanism to bring the actual value nearer to the 
ideal. Suppose now that the mechanism is persistently unsuccessful 
and that the actual value of the variable seldom if ever falls within 
the ideal limits of toleration. Information of this type constitutes a 
different kind of challenge to the executive than simple information 
regarding divergence of actual from ideal values. The question facing 
the executive, then, is whether to adjust the ideal values in response 
to this situation or to reorganize the machinery itself. The answer to 
this question is likely to depend on the relation of the ideal values to 
the survival of the organization. In the case of the firm, for instance, 
a persistent failure to keep inventory within certain prescribed limits 
may result in a revision of the limits rather than a change in the 
organization, as action to keep inventory within specified limits is 
only incidental. to the survival of the firm. If, however, the firm per- 
sistently makes losses (i.e., if there is a failure to keep profits above 
the lower limit of toleration), the executive will be seriously disturbed 
and will not revise the limits of toleration in the direction of being 
satisfied with taking losses, but will look around to see what steps, 
drastic if need be, must be taken in order to correct the situation. 

A problem related to the above is that of growth and the life cycle. 
It is evident from the study of organizations of all kinds that they 
exhibit periods of growth, of relative stability, and of decay. This is 
perhaps the least understood field in the whole theory of organization. 
The existence of growth indicates that the controlled variables are 
certain rates of change through time. A firm, for instance, frequently 
regards some rate of growth as normal, and if its growth is not equal 
to this normal rate, serious concern will be aroused and steps will be 
taken. There are, however, important limits on growth. It is not 
merely that there may be certain rates of growth which are inherently 
unstable, as Harrod suggests for the economy as a whole and as the 
study of hormones indicates may be true for biological organisms. 
Growth at any rate, however, cannot take place without the organism 
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eventually becoming “large” and diseconomies of scale may set in. The 
ideal rate of growth, therefore, may properly be regarded as a diminish- 
ing function of the size of the organization and will eventually diminish 
to zero. The problem of decay and death is even more mysterious, and 
the question as to whether death is inherent in the structure of organi- 
zation itself or whether it is an accident is one that must remain un- 
answered, especially in regard to the social organization. 

The kind of theory which I have outlined very briefly above is 
general and can be applied to the firm as well as to any other organiza- 
tion. Thus the first-approximation theory of the firm is a theory of 
“homeostasis of the balance sheet,” treating the behavior of the firm 
as a reaction to changes in its balance-sheet structure, designed to re- 
store the balance-sheet composition to its “ideal” value. On this theory, 
for instance, sales of product result in a distortion of the balance sheet, 
increasing cash (or accounts receivable) at the expense of inventory. 
In order to restore the previous values there must be production of 
product to replace the inventory lost by sale. This production will 
diminish cash and other items, which must also be replaced, and so on. 

The next step is the theory of the selection of ideal balance sheets: 
i.e., what distribution of its assets and liabilities among the various 
items does the firm regard as best. It is at this level, if anywhere, that 
the theory of profit maximization becomes relevant. At this level, also, 
we cannot regard the firm as simply passive in regard to its income 
variables, and the problem of the selection of possible rates of turn- 
over of balance-sheet items must also be considered. Profits are evi- 
dently a crucial variable in the case of the firm, as it represents 
probably the most important single variable which determines the 
firm’s ultimate survival. We shall expect, therefore, that there will 
be some lower limit of profits below which a control mechanism will 
operate. There may also be an upper limit, above which the firm will 
take life easy and will not bother about profit-increasing activity. 
Somewhere around this range presumably profits are at a maximum. 
The theory of profit maximization assumes in effect that the upper and 
lower limits of toleration coincide at the point of maximum profits. This 
is an assumption which is not likely to be realized. However, it is a 
special case of the more general theory. 

A word should be added on the subject of expectations and uncer- 
tainty, especially as this subject has received so much attention in 
recent years.* There have been a great many attempts to construct a 
theory of “rational” behavior in the presence of uncertainty—attempts 
which have not as yet produced agreement even on the problem of the 
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measurement of uncertainty itself. The only conclusion which seems 
to emerge solidly from all the discussion is that uncertainty creates 
a preference for liquidity and flexibility in the asset structure. Liquidity 
is a measure of the degree of perfection of the market for an asset; i.e., 
the extent to which it can be exchanged for any other asset in indefinite 
quantities without loss due to worsening terms of trade. Flexibility 
is the extent to which an asset can be transformed into a variety of 
other assets in the course of the process of production. There may also 
be another property of the asset and income structure which increases 
in value with increased uncertainty; this might be called the property 
of security. It is measured by the “peakedness” of the profits function. 
If this function has a sharp peak, so that profits are high if exactly 
the right decisions are made but low or negative if slight deviations 
from the right decisions occur, the burden of uncertainty will be great. 
If on the other hand the profits function is a broad plateau, so that 
deviations from the ‘“‘best’’ decisions do not involve disaster, uncertainty 
will not create acute discomfort. It is evident that there is a problem 
of the relief of uncertainty-discomfort in the process of decision mak- 
ing, through retreat towards more liquid, flexible, and secure positions 
as well as through the more conventional methods of insurance. I 
wonder, however, whether this process cannot be described in terms of 
the asset-preference structure for all purposes of the economist, and 
whether a detailed attempt to break up the problem into a “returns” 
aspect and an “uncertainty” measure is particularly useful. 

It can hardly be denied, I think, that the type of theory which I 
have outlined so sketchily above is more “realistic” than the elementary 
marginal analysis, if only because it offers more hope of meaningful 
empirical studies of the firm. Economists have had enough of asking 
businessmen whether they equate marginal this to marginal that and 
being met with utterly blank stares of incomprehension. It is quite 
evident that the marginal analysis, useful as it is as a tool of general 
static equilibrium economics, is not particularly useful as an instrument 
of analysis of actual business behavior. The economist, however, who 
asks businessmen what information comes to their desks, how they 
classify it, how they react to it, what kind of instructions follow from 
what kinds of information, what are the variables which they watch, 
what sort of weight do they give to various kinds of “trouble indica- 
tors,” and so on, meets with an immediate response, and it seems not 
unreasonable to hope that armed with the kind of theory I have outlined 
above economists might even be of some use to businessmen, and their 
modest triumphs at the level of national accounting might be matched, 
in the next generation, in the realm of business practice. The question 
of this paper, however, is a different one. It is concerned with the 
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impact of these newer theories of organization on the structure and 
conclusions of economics itself. Because the marginal analysis had 
been shown to be a rather highly special case, unlikely to be realized 
in practice, should we thereupon banish it from our textbooks, in spite 
of the admirable examination fodder which it makes, or at least 
relegate it to appendices which only specialists will ever read? 

At the level of elementary teaching the proposal to ban the marginal 
analysis can perhaps be defended on the grounds that economics can 
get along so well without it. It is well to remember that for all practical 
purposes there was no theory of the firm in economics before Marshall 
and no theory of the individual consumer before Jevons and the 
Austrians, Even in Marshall the theory of the firm is practically con- 
fined to a sort of appendix on monopoly, and the theory of the firm 
does not become central in economics until the development of the 
economics of imperfect competition in the thirties. The whole of the 
classical economics, especially, was constructed with only the barest 
rudiments of a theory of the economic individual. The essential con- 
ceptual framework behind the classical economics is that of supply 
and demand analysis—the assumption of definite functional relation- 
ships between prices and quantities produced or consumed, and the 
further assumption that an improper relationship between production 
and consumption would have an impact on prices. The theory of maxi- 
mizing behavior and the marginal analysis comes into economics at 
a second level of analysis—that of explaining the character of the 
supply and demand functions. As such it is not essential to economic 
analysis. It is a sort of porch to the main edifice, which may be re- 
modeled without much affecting the central structure. No matter 
how much we revise the theory of the firm (or general economic organ- 
ism), it would be surprising to find a conclusion that high prices gen- 
erally discouraged production and encouraged consumption. We should 
even be surprised to find a theory that told us that under price dis- 
crimination the higher price would be charged in the more elastic 
market, or that a change in relative prices will cause substitution of 
the dearer for the cheaper factor or commodity. These conclusions 
which emerge from the marginal analysis will almost certainly survive 
a considerable failure on the part of the firm in maximizing its profits. 
We shall not be far wrong in concluding, therefore, that the impact of 
more realistic theories of the firm on static price analysis is likely to 
be small. 

This conclusion is reinforced if we observe that many of the objec- 
tions to profit maximization do not apply to the maximization of utility 
or preference. The substitution of a subjective for an objective maxi- 
mand removes some of the difficulty in regard to the information needed 


| 
| 
he 
| 
| 
\4 


ISSUES IN METILODOLOGY 43 


for maximization. If utility is defined in terms of preference, pre- 
sumably we always know at the moment whether one set of alternatives 
is preferred to another. Much of the marginal analysis can be rescued 
by substituting the maximization of utility for the maximization of 
profits, even in the theory of the firm. If the preference functions are 
reasonably stable, this theory has meaning and predictive power, for 
the preference functions can be investigated empirically. If the prefer- 
ence functions are not stable, of course, the theory amounts to little 
more than saying that people do what they do. Unfortunately there are 
many indications that the preference functions are not particularly 
stable, especially in regard to asset preferences. If this is the case, the 
only hope of rescuing the theory from sterility is the discovery of a 
genuine dynamics of preference; that is, stable difference equations 
relating present preferences to past variables. We are still a long way 
from this goal. 

When we turn to economic dynamics in general, the impact of the 
theory of organization is likely to be larger, if only because the great 
weakness of the theory of maximizing behavior is that it has practically 
no dynamics in it. The general theory of organization as applied to the 
firm is likely, first, to draw attention to certain sensitive variables 
which the economist has previously neglected, such as the various 
asset ratios. Thus a shift in cash balances between firms and house- 
holds may create considerable reactions in firm behavior, not because 
profit positions are affected so much as because asset ratios are dis- 
turbed. This is one of the points at which the theory of the bank, which 
has generally been discussed in terms of balance-sheet ratios such as 
the reserve ratio, could well be integrated with the general theory of 
the firm. In the second place, the possibility that the controlled vari- 
ables exhibit a range of toleration introduces a “threshold” and time- 
lag phenomenon into the over-all movements of the economy. Profits, 
asset ratios, and other controlled variables will rise or fall for some 
distance without producing action until they pass the range of tolera- 
tion. This fact is of great importance in the development of an economic 
dynamics, for it explains why the adjustments of the system are not 
instantaneous, and it determines the rate of adjustment. Generally 
speaking, the wider the range of tolerance, the slower will be the 
transmission of changes through the system. Even if the ranges of 
tolerance of the various controlled variables were stable, we would 
expect to find a certain asymmetry between “upward” and “downward” 
movements of the economy. Firms and households are more likely to 
be at one of the limits of toleration in one case and at the other in the 
other. 

There is some possibility also that the general theory of organization 
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may throw light on the theory of interactions among the few—one of 
the least satisfactory parts of almost any science, as the unsatisfactory 
state of the theory of oligopoly testifies in economics, and as the 
practical nonexistence of a theory of international relations testifies 
in political science. These interactions must clearly be confined to those 
variables which are in the information systems of the organisms con- 
cerned. Variables which are in the control of one organization may well 
be controlling variables for another organization. Consequently any 
change in the policy of one organization, insofar as it gets into the 
information structure of a second organization, may produce immediate 
reactions in the policy of the second, which in turn may react on the 
first, and so on in a kind of circular chain reaction, The nature of the 
information system may easily determine whether or not such a system 
is capable of equilibrium, There may be cases where ignorance is bliss! 
The phenomena of the price or advertising war and its counterpart in 
the arms race are good examples which need further study in the light 
of organizational theory. 

One may conclude, then, that there is great need to integrate the 
general theory of organization into the body of economic analysis, and 
that such integration will immensely improve economics as a technique 


for analyzing the actual behavior of firms. Economists may even be- 
come useful to business! This extension of theory will not, however, 
overthrow the existing structure of analysis, which emerges clearly as 
an important special case. It is not likely to make any spectacular 
changes in a static theory; it may reasonably be expected to throw new 
light on economic dynamics. 
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INSTITUTIONALISM AND EMPIRICISM IN ECONOMICS 


By Frank H. KNIGHT 
University of Chicago 


First, a plea to auditors or eventual readers disposed to be critical: 
Remember that my real title must be, “A Few Brief and Hasty 
Observations Suggested by the Topic Printed in the Program.” 

The word institutionalism recalls a movement in economic thought 
in this country that was active from a little before World War I until 
it was largely drowned by discussion of the depression, or perhaps 
boom and depression, and especially by the literature of the Keynesian 
revolution. It included three or four main branches, one of which was 
statistical economics—the obvious connotation of empiricism, and 
quite remote from any ordinary meaning of institution. And there were 
other “isms” more or less descriptively called “institutional” or “em- 
pirical.” An explicitly practical approach, via discussion of social 
problems, was also prominent, though the name welfare economics is 
of later vintage. In fact, what the various protagonists had in common 
was antipathy to orthodoxy or classicism or theory or whatever cuss- 
word might be preferred to designate the abstract mechanics of utility, 
markets, and prices which had formed the primary content of the 
standard introductory course in economics. 

Now, theorizing is a fancy some lean to and others hate. Or more 
commonly, perhaps, men like their own and abhor or reject that of 
others—often with a fanfare of being antitheoretical when they are 
notoriously likely to be most theoretical of all. Or again, they like to 
be original or interesting and hence “recognized” and more in demand. 
The psychology of believing and of controversy is at least as important 
as truth, and tends more and more to predominate over the latter 
interest, in my own thinking. Anyway, my task here is neither to 
bury theory nor to praise it, but to try to sketch the relationships be- 
tween certain points of view that have been proposed for the study of 
economics. My only prejudice is—parodying what E. B. Wilson once 
said of mathematics in social science—that if we have theory, it should 
be correct; and I am sure that we shall always have it with us. (Like 
the poor, and partly for that reason.) However, I must say that looking 
at the history and at the present state and prospects of economic 
thought and of economic policy raises doubts as to how important 
correct theory actually is. But still I think it somehow ought to be 
correct, and that the difference might be practically significant. 
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Let me say, too, that | am not interested, or am negatively interested, 
in the jurisdictional dispute aspect of the question. I shall contend 
rather than argue, in view of time limits, that the proper relationship 
between different approaches is one of complementarity rather than of 
competition or substitution—using the jargon of consumption theory 
itself, which fits here. It is not either this or that or the other, but 
all of them, each in its proper place and proportion—like economic 
choices themselves. There is a place for abstract price theory, but 
it is a limited place. As a theorist, I feel as much annoyance at the 
attackers for not adequately stating these limitations, in their en- 
thusiasm for demolition, as I do for their uncomprehending denuncia- 
tion. The need in methodology is for a workably clear analysis of the 
problems and appropriate lines of effort at their solution—the functions 
of economists in the inclusive sense. Moreover, economics cannot be 
sharply demarcated from other social and human sciences, or even 
from the natural sciences, which impinge in manifold ways on the study 
of man and of human problems. 

The appropriate starting point for economists in such a job analysis 
seems to me to be the notion of economy or economizing——making 
resources or means go as far as possible—following one Oxford 
Dictionary definition. It is noteworthy that this general meaning has 
been attached to the word quite recently, and the idea in any clarity is 
distinctive of modern thought. Still further, there is a hoary and deep- 
seated prejudice against the economic interest, which leads to gross 
misunderstanding—cf. the words stingy and materialistic. Economy 
applies to the use of any means to the achievement of any end or group 
of ends, whatever means are available, and whatever ends are actually 
pursued, idealistic or selfish, in good taste or bad; the means and ends 
are taken as given. The main qualification, an essential one, is that 
economics does not deal with technology or techniques, which are also 
taken as given, but with the apportioning and proportioning aspects 
of choices, where a plurality of ends are in view and a plurality of 
resources used. In the problem situation of any individual (including 
any group which in fact acts as a unit) there is a general principle of 
correct economy; it is that the total result is maximized by an appor- 
tionment which equalizes increments of result for equal increments of 
any resource. It is an a priori truth, and all general economic dicta 
are applications under different circumstances. Motives or desires are 
treated as forces, and the general result is a position of equilibrium. 
Such a mechanistic view of conduct is subject to sweeping qualifica- 
tions—which form the basis, such basis as there is, for the attacks 
upon theory. 

However, the whole theory of individual economic behavior is intro- 
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ductory—a preliminary to economics as a social science, which deals 
with economic organization. In the apportioning and proportioning 
decisions of a modern economy the ordinary individual plays a quite 
limited and indirect role. To a much greater extent, they are made by 
enterprises (individual entrepreneurs or firms), but in the main they 
result from the interaction of choices in a complicated network of 
markets. And economics is primarily a study of the system of markets. 
This in turn centers around a notion of general or simultaneous 
equilibrium—and of how far and why it is achieved or approximated 
or fails to be. And always in the background, if not in the foreground, 
are the practical questions of how far this is a good thing or of what 
to do about it when the result seems to be subject to improvement. The 
action in question is chiefly through political measures, presumably 
under a democratic system of law making and enforcement. We may 
note in passing that the market economy is far too much criticized be- 
cause it “doesn’t work” in accord with the abstract theory; the theoreti- 
cal ideal (or model), miscalled ‘perfect competition,” since there is no 
implication of rivalry, would be quite intolerable. Even at the level of 
individual choice it would be highly irrational to behave in close accord 
with the principle of economic rationality, a serious endeavor to maxi- 
mize a satisfaction function. Competition in the proper psychological 
meaning is only one of many irrational motives which have both a real 
and a proper place in individual behavior in markets—not to mention 
errors of manifold kinds which are inevitably committed. But in vary- 
ing degree, motives which are not realistically economic can be forced 
into that mode of description. 

Even a Crusoe would not be (and ought not to be) economically 
rational. But the notion of equilibrium of a market economy is subject 
to much more sweeping limitations—or at least they are much more 
obvious. Descriptively speaking (ignoring value judgments), human 
responses bear no simple quantitative functional relation to their 
conditions as stimuli. They are subject to (unpredictable) delay, and to 
arbitrary or capricious variations in the preference functions which 
causal analysis must take as data, and many of the important condi- 
tions cannot be observed, still less measured. There may be thresholds 
which analysis can and should take into account (as Mr. Boulding’s 
paper suggests), but I think not often. The main limitation lies in the 
nature and function of mind, which is to anticipate and project. Even 
consumers’ wants and choices are in a large measure anticipatory and 
hence subject to error. For the entrepreneur, making productive de- 
cisions, it would be suicide to respond to the momentary price situa- 
tion; he must adapt his policies to future conditions, more or less 
accurately forecast, even when “no change” is the best prediction he 
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can make. Thus he will take account of the apparent direction and 
velocity of changes in his pilot variables and beyond these of underlying 
causes and of ideal or normal values, as well as their actual levels. And 
he himself will have motives other than the desire to maximize the 
present worth of a future stream of pecuniary profit. 

Worst of all, the future situation of any entrepreneur will depend 
on the predictions and decisions being made by others, extending more 
or less over the economy, even the world. But mutual prediction and 
action in accord with prediction are self-contradictory; hence individual 
decisions cannot be highly rational, not to say accurate, but must 
include an element of strategy. The parallelism with forces in equilib- 
rium with the method of simultaneous equations is at best an analogy, 
serving for schematization, and must be used with great caution. A 
force has to be balanced by a resistance—in mechanics inertia or 
friction; this relation should be worked through and the concept of 
frictionless conditions much less carelessly employed, as it often points 
in quite the wrong direction. But such details, though essential, cannot 
be followed up here. Nor can the qualities of other analogies, including 
mechanical governors, the animal body, and others suggested by Mr. 
Boulding, which I also have used for expository purposes. New and 
unfamiliar terms, Greek derivatives in place of Latin, like homeostasis 
and cybernetics, seem to me to serve chiefly the purpose of attracting 
attention, to épater le bourgeois, and to give the profession something 
to talk about for a time. Closer analogies could be constructed by 
starting from the distribution of a flow, such as water or electric 
current, among a plurality of channels; but these would have to be 
modified in essential respects to fit the basic economic principles of 
diminishing utility and productivity. We must remember it is all a 
problem of exposition, and a balance or imbalance of forces making 
for change in opposite directions is clearly the essential fact. 


The final problems of economics, as of any social science or any 
science, center in two things and the relations between them: first, to 
understand or explain some set of phenomena; and second, to use 
knowledge for the guidance of action. Thus we raise the question of 
the similarity or contrast between social and natural science. Only one 
main point can be noted here, and it has already been suggested in 
noting the impossibility of acting on the basis of mutual prediction. 
(And mutual control is a more palpable contradiction.) If economists 
were the hirelings of an absolute dictator, their task would be partly 
and abstractly analogous to that of science as the basis of technology. 
Only partly and abstractly, even then; for control of human beings 
must take account of the fact that they do have minds—opinion 
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and will—as mere physical objects supposedly do not. Hence their 
manipulation is largely a matter of coercion or persuasion and decep- 
tion (really forms of coercion) which have no application to the 
purposive relations of men to physical objects. In a democracy, by 
contrast, the government is not really a ruler but an intermediary 
mechanism of group self-control. Consequently, the task of the social 
scientist in relation to practice is that of an expert and impartial coun- 
selor in the making of rules to govern associative life, by those who are 
to live under the rules. It bears little relation to the problem of pre- 
diction in terms of natural causality, for the purpose of interference 
from without and purposive redirection of the course of events. To be 
sure, the physical scientist is also a part of the physical universe; but 
he makes relatively little use of physics in deciding upon a course of 
action, even in designing an experiment (insofar as he can predict the 
result it is not an experiment); and much less in, say, a card game, a 
tea party, or his own market behavior. 


The economist is up against special difficulties as soon as he ceases 
to take his individuals as given, specifically their wants, resources, and 
technology, and attempts to account for these data. He is up against 
history, and that is very largely a different sort of problem. And the 
“very largely” adds to the complication. For the given conditions at 
any time are in part the result of previous conduct of individuals which 
more or less fits the concept of effectively using given means to achieve 
given ends, but only in a limited degree, and no clear line can be 
drawn. Economizing is less a distinct sector of conduct than it is an 
aspect of most conduct, more or less the relevant aspect, depending on 
what one is trying to do, The same items of behavior are typically 
amenable to interpretation in quite different conceptual frames of 
reference. The problem of method here is that of the division of intel- 
lectual labor, and it clearly has no satisfactory solution. Specialization 
cannot practically be carried nearly as far as in the case of physical 
and biological science. 

What needs to be said here is that the original purpose of economics 
on the classical price-theory line was educational or, one might say, 
propagandist. It was to show that free co-operation of individuals as 
consumers and producers, under the guidance of prices fixed by free 
purchase and sale in markets, is a way, and within wide limits a better 
way, than tradition and authority, to organize the efficient use of re- 
sources to achieve the freely chosen ends of individuals. (The philo- 
sophical assumption that this is the general end of economic society 
cannot be examined here.) For this purpose it does not matter what 
particular wants the individuals have or what concrete resources they 
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possess or what technical processes are known and available. Taking 
freedom as a fact and as the norm of policy makes these things ir- 
relevant. The purpose of explaining that this comes about, and how, is 
not less important now than it was in 1776 or at any time in the past. 
But as the open market organization came into more unrestricted prev- 
alence, unquestioned and even intolerable weaknesses developed; and 
discovery of the reasons for these and of suitable remedial action be- 
came important and then imperative. The matter of suitable action— 
separating evils reasonably attributable to the economic order from 
those which belong to the lot of man on earth—is of course more acute 
now than ever. For these purposes, price theory is in general fairly 
adequate, at least in the earlier stages of inquiry, without supplement- 
ing by other approaches. Institutionalism and the rest are therefore to be 
viewed as independent studies of the same broad subject matter from 
the standpoint of different objectives. And the task of methodology is 
to show what are these other points of view and the corresponding 
modes of attack. For the most part, they center in the area already 
suggested, accounting for the wants, resources, and technology which 
price theory takes as given. Only a few very general observations can 
be offered here. 


I take up empiricism first, because what I have to say can be quite 
brief. To begin with the aspect of relation to policy, there is nothing it 
would seem possible to argue about; and in that of explanation, con- 
tributing to the understanding of economic phenomena, all that can 
be done is to indicate the character of a possible treatise. As to policy: 
As soon as any line of public action is decided on or even is chosen as 
worth investigating, the need for quantitative data to show the amount 
of effect to be expected from any amount of interference of a given 
sort is too obvious to need discussion before an audience of economists. 
In many cases, however, if not in most, such quantification will involve 
causal analysis, the inductive separation of different antecedent ele- 
ments that can be acted upon, and perhaps also correlation of such 
elements with different elements in a composite effect. The study would 
call for co-ordination of abstract qualitative analysis with the use of 
statistical data to reduce the relation to quantitative terms. 

Secondly, as to explanation. The sort of analysis just described in- 
volves a sort of explanation, the sort which Mill referred to as finding 
empirical laws, in contrast with causation proper, but which positivists 
hold to be the only possible type. Critical discussion of the positivist 
theory of knowledge is out of the question here, but two limitations are 
obvious. First, the field of investigation to be called “economic” must 
be defined in some other way. For one cannot tell empirically, by look- 
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ing at any act, whether it is economic or not; that depends on the inten- 
tion and how far this is realized up to limits set by the means under 
command. In fact there are usually preferences in the use of means, 
also; and the distinction between means and ends is very loosely used. 
And then, any discussion of policy involves norms beyond subjective 
individual preferences. A social problem arises out of conflicts of 
private ends, and some objective comparison is obviously necessary to 
any adjudication. (This is said in awareness of the common view that 
interpersonal comparisons are unnecessary for the serious treatment 
of ‘‘welfare.”’) 


The treatment of institutionalism, distinguished from quantitative 
empiricism, raises vast and difficult problems. As already observed, 
when we face the task of explaining the “givens” of the first stage of 
theorizing, we are in the field of history and must deal with behavior 
forms and social processes that are much less tractable intellectually 
than are market data or even utility comparisons. In particular, again 
to repeat, not much is explained by individual acts motivated by the 
maximizing principle. History is in large part more fruitfully con- 
sidered in terms of culture patterns or institutions and their changes, 
or of individual acts motivated by rivalry, conformity and distinction, 
craving for victory, success, fame, creative self-expression, the crusad- 
ing spirit—ends which do not realistically fit the formula of balancing 
marginal utilities. Now the term “institution” has two meanings, 
though, as usual, they widely and variously overlap. One type is called 
“crescive” (Sumner and Keller), since they “just grow,” Topsy-fash- 
ion; they may be said to created by the “invisible hand.” The extreme 
example is language, in the growth and changes of which deliberate 
action hardly figures; nor is there much serious effort to do anything 
about it. It is the fundamental institution, and law is in varying (and 
disputed) degree of the same kind. The other type is of course the 
deliberately made, of which our Federal Reserve System and this Asso- 
ciation itself are examples. With age, the second type tends to approxi- 
mate the first. 

Accordingly, there are two main branches of institutionalism, prop- 
erly so called. Of the fyrst, German “historicism” is more or less the 
ideal type. In the American movement, it is best—but not very well- 
represented by Veblen, who is venerated, or damned, as the father of 
the institutionalist gospel. A variant is the legal economics of John R. 
Commons, in one phase of his work, and of Walton Hamilton and 
others. It would seem to be the special task of economic (or legal- 
economic) historians, in the interpretive side of their work; perhaps 
historical economics can be distinguished from economic history. 
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Marxism and the stage theories are especially in point. The great 
mystery, to me, is the relation between history as explanation and 
history as a problem, the thing to be explained. We do get a sense of 
understanding a situation by tracing its continuous development from 
some past beginning—which has to be rather arbitrarily chosen. Re- 
garding Veblen, I must say—or “confess,” from the standpoint of his 
admirers—that if he has any intelligible theory of history or specifi- 
cally economic-institutional history, I cannot find it in his writings. I 
do not even see the meaning of cumulative change. His insistence on 
Darwinism as the pattern for all social science would imply a biologi- 
cal struggle for existence as the selective agent, and I cannot think 
that that carries us far in the interpretation of institutional change. 
Language would again be a leading case in point. To a limited degree it 
might apply to technological advance—disregarding much that can 
hardly be disregarded. The Marxist economic (or materialistic? ) 
interpretation reduces to much the same thing. The idea of selective 
survival seems abstractly plausible (spontaneous variation much less 
so), but we surely have to look beyond biological elimination for the 
main selective principle. As to Veblen, the theory seems inconsistent 
with his diatribes against any “meliorative trend” and insistence upon 
colorless mechanism. But he inveighed in terms quite as sarcastic 


against a static or mechanistic view of human nature—his interpreta- 
tion of hedonism and of classical economics. And he himself seems 
more concerned with “inveighing against” than with colorless descrip- 
tion. The relations between history (or even evolution) and science as 
treating of the repetitive aspect of phenomena should also be men- 
tioned as a subject for another treatise. 


The second branch of institutionalism proper, as corresponding to 
the “made” type of institution, is represented by the later work of 
Commons. He called his main idea the collective control of individual 
behavior through working rules. He made long and careful firsthand 
study of certain examples of such institution building, primarily labor 
organizations and the law-making activities of the courts, culminating 
in the decisions of the U. S. Supreme Court. His scientific interest 
centered in reasonable value, decreed by authoritative or forcible 
action, in contrast with prices fixed in the open competitive market. 
Such action presupposes monopoly, either natural or contrived, particu- 
larly the collusive action of groups of wage earners. Commons was not 
concerned with the broad social effects of such action, especially with 
results of price fixing under general consumer and producer freedom— 
which must obviously result in either shortage or surplus. In fact, he 
shared the popular “prejudice” exaggerating the extent and social cost 
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of business monopoly and the general ineffectiveness of market compe- 
tition, though he rather deprecated such violent and sweeping con- 
demnation of classical economics or of capitalism as formed Veblen’s 
most conspicuous interest. In his book, ZIJmstitutional Economics 
(1934), he discussed at some length the relation between Veblen’s 
position and his own. While cordially praising Veblen’s work and 
frankly recognizing the large common ground between the latter and 
his own, he was critical of Veblen’s methodological concepts. He says 
that according to Veblen’s definition of science, in terms of the tests of 
validity embodied in modern technology, “there is no science of human 
nature,’ for in the human sciences, “the subject-matter itself is a 
pragmatic being, always looking to the future and therefore motivated 


by purposes.” 


In conclusion, let us glance at the philosophical root of the method- 
ological controversies which are so characteristic of the social sciences, 
in contrast with those dealing with nature. In fact, they are hardly 
sciences, in the restricted sense which the word increasingly takes on, 
under the influence of natural science prestige and of positive, or 
pragmatic, philosophy. (The two are radically different, and their con- 
fusion is a major source of fallacy in the controversies over method in 
the social field.) In fact, any strictly empirical (or logical-empirical ) 
theory of knowledge is largely misapplied in the interpretation of 
human data. For, to repeat (and as Commons said), human conduct is 
motivated and anticipatory; and to understand it, or to act intelli- 
gently in social situation of any kind, we must take account of beliefs, 
desires, and objective valuation which are neither directly observed 
nor at all accurately inferred—or especially predicted—from sense 
observation of behavior itself. Moreover, it is the motives which often 
interest us, more than acts in themselves. 

Note that we must say “largely” misapplied. The crucial fact is that 
man exists in several universes of (his own) conceptual thinking, and 
no intellectual bridges connect these in any satisfactory way. Conse- 
quently, the right approach is a plurality of approaches, used in accord 
with the nature of problems in hand. Men are knowers as well as 
known, users and used, also liking and liked (and the opposites), indi- 
vidually and mutually and in groups of manifold complexity. We are 
physical beings, first of all, in which the laws of physics and chemistry 
hold good as they do outside our bodies, within the limits of measure- 
ment. And these sciences claim to yield the complete and only possible 
explanation of all that happens. Yet they obviously cannot explain the 
explaining activity itself, our knowing or using, or our divers social 
attitudes or emotions. This fact cannot be denied without asserting it; 
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for machines do not argue about their own nature and are not involved 
in error or prejudice, as must be true of at least one side in this as in 
other disagreements and conflicts. We do and must understand our- 
selves and other persons and social phenomena, in terms of many 
different categories, which we cannot logically interrelate. 

This is true even of physical artifacts. We understand, say, an auto- 
mobile, by knowing how it works, including its responses to various 
controls. Also by knowing what it is for and how it serves its purposes; 
also by knowing the history of its development, which involves much or 
all of the history of technology and of mind and civilization. There is 
some interconnection among these modes of understanding, but that in 
itself is a profound philosophical problem. In particular, the historical 
understanding contributes little and very indirectly to the utilitarian 
problems of using the car or repairing, building, or improving it. That 
is chiefly a matter of its mechanics, of how it works. History—even 
biological evolution—is of disappointingly little value for prediction 
and is not greatly improved when put, as far as possible, in quantita- 
tive and statistical terms as a basis for extrapolation. Man is a con- 
ventional animal; but he is also unconventional, as well as both rational 
and romantic in many senses. But all such statements, while true and 
illuminating, cannot be of much use in predicting or effecting concrete 
changes. 

Many other ways of understanding which we have not mentioned 
are involved when the subject matter is ourselves and other men and 
the complex institutional structures into which men build themselves— 
largely unintentionally, through acts which aim only at adaptive or 
exploitative reaction to the existing situation. The various and warring 
psychologies should hardly be ignored, even in a brief survey. Beyond 
the many forms of causality, at least for the thinking of men them- 
selves, they have a mysterious creative faculty, small but indubitably 
real, and their most important trait. They can make decisions, as indi- 
viduals and as groups of various kinds, to change their own nature. 
This activity, the distinctive meaning of that word, is inherently irre- 
ducible to positive uniformity and predictable continuity. 

Thus the final word in social science methodology, beyond using all 
categories of explanation and all figurative analogies, wherever they 
are helpful (and only there! ) is this: that all rational explanation and 
directive action has serious inherent limits. The social problem is mis- 
conceived if viewed as parallel with that of science as the foundation 
of technology; it is chiefly a matter of agreement upon ends or, rather, 
establishing unity of purpose. Again we refer to democracy, a society 
committed to individual freedom as its primary value. With this much 
given, the fundamental part of economic analysis, both as explanatory 
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and as a guide to social policy, must—in spite of all sweeping limita- 
tions—be the mechanics of instrumental choice, demand and supply, 
and prices. Empirical-quantitative study is indispensable for determin- 
ing how far to push any policy; but it is subject to much the same 
limitations, set by the inconstancy of men’s desires and motives. Insti- 
tutional-historical study is illuminating, but practically useful only in 
a very general way; we cannot, it seems, learn from history what to do 
or to expect in any present situation, nor even very definitely what not 
to do. Life and society are orderly, up to a point—which itself cannot 
be accurately determined. To have a mind means to change it occa- 
sionally; hence to act unpredictably—but not too often, too erratically, 
or too far, or it would cease to be mind. As intelligent beings, we live 
somewhere between causation and chaos. 


ECONOMIC THEORY AND MATHEMATICS— 
AN APPRAISAL 


By Paut A. SAMUELSON 
Massachusetts Institute of Technology 


It has been correctly said that mathematical economics is flying high 
these days. So I come, not to praise mathematics, but rather to slightly 
debunk its use in economics. I do so out of tenderness for the subject, 
since I firmly believe in the virtues of understatement and lack of 
pretension. 

I realize that this is a session on methodology. Hence, I must face 
some basic questions as to the nature of mathematics and of its appli- 
cation. What I have to say on this subject is really very simple—per- 
haps too brief and simple. The time that I save by brief disposal of the 
weighty philosophical and epistemological issues of methodology I can 
put to good use in discussing the tactical and pedagogical issues——or 
what you might even call the Freudian problems that the mathematical 
and nonmathematical student of economics must face. 

The Strict Equivalence of Mathematical Symbols and Literary 
Words. On the title page of my Foundations of Economic Analysis, 1 
quoted the only speech that the great Willard Gibbs was supposed ever 
to have made before the Yale Faculty. As professors do at such meet- 
ings, they were hotly arguing the question of required subjects: Should 
certain students be required to take languages or mathematics? Each 
man had his opinion of the relative worth of these disparate subjects. 
Finally Gibbs, who was not a loquacious man, got up and made a four- 
word speech: “Mathematics is a language.” 

I have only one objection to that statement. I wish he had made it 
25 per cent shorter—so as to read as follows: “Mathematics is lan- 
guage.”’ Now I mean this entirely literally. In principle, mathematics 
cannot be worse than prose in economic theory; in principle, it cer- 
tainly cannot be better than prose. For in deepest logic—and leaving 
out all tactical and pedagogical questions—the two media are strictly 
identical. 

Irving Fisher put this very well in his great doctoral thesis, written 
exactly sixty years ago. As slightly improved by my late teacher, 
Joseph Schumpeter, Fisher’s statement was: “There is no place you 
can go by railroad that you cannot go afoot.” And I might add, “Vice 
versa!” 

I do not think we should make too much of the fact that in recent 
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years a number of universities have permitted their graduate students 
to substitute a reading knowledge of mathematics for a reading knowl- 
edge of one foreign language. For after all we run our universities on 
the principle that Satan will find work for idle hands to do; and the 
fact that we may permit a student to choose between ROTC and ele- 
mentary badminton does not mean that these two subjects are method- 
ologically identical. And besides, we all know just what a euphemism 
the expression “a graduate student’s reading knowledge” really is. 

Induction and Deduction. Every science is based squarely on induc- 
tion—on observation of empirical facts. This is true even of the very 
imperfect sciences, which have none of the good luck of astronomy and 
classical physics. This is true of meteorology, of medicine, of eco- 
nomics, of biology, and of a number of other fields that have achieved 
only modest success in their study of reality. It used to be thought that 
running parallel with induction there runs an equally important process 
called “Deduction’”—spelled with a capital D. Indeed, certain mis- 
guided methodologists carried their enthusiasm for the latter to such 
extremes that they regarded Deduction as in some sense overshadow- 
ing mere pedestrian induction. 

Now science is only one small part of man’s activity—a part that is 
today given great honorific status, but which I should like to strip of 
all honorific status for purposes of this discussion. However, to the 
extent that we do agree to talk about what is ordinarily called science— 
and not about poetry or theology or something else—it is clear that 
deduction has the modest linguistic role of translating certain empirical 
hypotheses into their “logical equivalents.” To a really good man, 
whose IQ is 300 standard deviations above the average, all syllogistic 
problems of deduction are so obvious and take place so quickly that he 
is scarcely aware of their existence. Now I believe that I am uttering a 
correct statement—in fact, it is the only irrefutable and empty truth 
that I shall waste your time in uttering—when I say that not every- 
body, nor even half of everybody, can have an IQ 300 standard devia- 
tions above the mean. So there is for all of us a psychological problem 
of making correct deductions. That is why pencils have erasers and 
electronic calculators have bells and gongs. 

I suppose this is what Alfred Marshall must have had in mind when 
he followed John Stuart Mill in speaking of the dangers involved in 
long chains of logical reasoning. Marshall treated such chains as if 
their truth content was subject to radioactive decay and leakage—at 
the end of m propositions only half the truth was left, at the end of a 
chain of 2n propositions, only half of half the truth remained, and so 
forth in a geometric multiplier series converging to zero truth. Obvi- 
ously, in making such a statement, Marshall was describing a property 
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of that biological biped or computing machine called homo sapiens; tor 
he certainly could not be describing a property of logical implication. 
Actually, if proposition A correctly implies proposition B, and B cor- 
rectly implies proposition C, and so forth all the way to Z, then it is 
necessarily true that A implies Z in every sense that it implies B. 
There can be no leakage of truth at any stage of a valid deductive 
syllogism. All such syllogisms are mere translations of the type, “A 
rose is a rose is a rose.” 

All this is pretty well understood when it comes to logical processes 
of the form: Socrates is a man. All men are mortal. Therefore, Socrates 
is mortal. What is not always so clearly understood is that a literary 
statement of this type has its complete equivalent in the symbolism of 
mathematical logic. If we write it out in such symbolism, we may save 
paper and ink; we may even make it easier for a seventeen-year-old 
freshman to arrive at the answer to complex questions of the type: “‘Is 
Robinson, who smokes cigarettes and is a non-self shaver, a fascist or 
is it Jones?’’ But nonetheless, the mathematical symbolism can be re- 
placed by words. I should hate to put six monkeys in the British 
Museum and wait until they had typed out in words the equivalent of 
the mathematical formulas involved in Whitehead and Russell’s Mathe- 
matical Principia. But if we were to wait long enough, it could be done. 

The Case of Neoclassical Distribution. Similarly, in economics. The 
cornerstone of the simplest and most fundamental theory of produc- 
tion and distribution—that of Walras and J. B. Clark-—is Euler’s 
theorem on homogeneous functions. Now it is doubtful that Clark 
who rather boasted of his mathematical innocence—had ever heard of 
Euler. Certainly, he cannot have known what is meant by a homo- 
geneous function. But nonetheless, in Clark’s theory, there is the im- 
plicit assumption that scale does not count; that what does count is the 
proportions in which the factors combine; and that it does not matter 
which of the factors of production is the hiring factor and which the 
hired. If we correctly interpret the implication of all this, we see that 
Clark—-just as he was talking prose and knowing it—was talking the 
mathematics of homogeneous functions and not knowing it. 

I have often heard Clark criticized for not worrying more about the 
exhaustion-of-the-product problem. He seems never to have worried 
whether rent, computed as a triangular residual, would be numerically 
equal—down to the very last decimal place—to rent calculated as a 
rectangle of marginal product. Like King Canute, he seems simply to 
have instructed his draftsman to draw the areas so as to be equal. 

As I say, Clark has often been criticized for not going into this prob- 
lem of exhaustion of the product. I myself have joined in such criti- 
cism. But I now think differently—at least from the present stand- 
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point of the nature of true logical deductive implication as distinct 
from the human psychological problem of perceiving truth and cram- 
ming it into the heads of one’s students or readers. Even if Euler had 
never lived to perceive his theorem, even if Wicksell, Walras, and 
Wicksteed had not applied it to economic theory, Clark’s doctrine is in 
the clear. His assumptions of constant-returns-to-scale and viable free- 
entry ensure for him that total revenue of each competitive firm will 
be exactly equal to total cost. And with this settled in the realm of cost 
and demand curves, there is no need for a textbook writer in some later 
chapter of his book dealing with production to suddenly become as- 
sailed by doubts about the “adding-up problem of exhaustion-of-the 
product.” 

Now let me linger on this case for a moment. Economists have care- 
fully compared Wicksteed’s and Clark’s treatment of this problem in 
order to show that mathematics is certainly not inferior to words in 
handling such an important element of distribution theory. 

What is not so clear is the answer to the reverse question: Is not 
literary economics, by its very nature, inferior to mathematics in han- 
dling such a complex quantitative issue. As one eminent mathematical 
economist put it to me: “Euler’s theorem is absolutely basic to the 
simplest neoclassical theory of imputation. Yet without mathematics, 
you simply cannot give a rigorous proof of Euler’s theorem.” 

Now I must concede that the economics literature does abound with 
false proofs of Euler’s theorem on homogeneous functions, But what I 
cannot admit—unless I am willing to recant on all that I have been 
saying about the logical identity of words and symbols—I simply can- 
not admit that a rigorous literary proof of Euler’s theorem is in princi- 
ple impossible. 

In fact, I tried a literary proof on my mathematical friend. He quite 
properly pointed out that it was not rigorous in the way it treated 
infinitesimals. I fully agree. My argument was heuristic. But I do 
claim that if my friend and I could spene a week or so talking together, 
so that I could describe in words the fundamental limit processes in- 
volved in the Newton-Leibniz calculus and derivatives, then this prob- 
lem of lack of rigor could be met. In fact, much more subtle properties 
of Pfaffian partial differential equations are in principle capable of 
being stated in basic English. As Professor Leontief has pointed out, 
the final proof of the identity of mathematics and words is the fact 
that we teach people mathematics by the use of words, defining each 
symbol as we go along. It is no accident that the printer of mathemati- 
cal equations is forced to put commas, periods, and other pu actuation 
in them, for equations are sentences, pure and simple. 

Geometry in Relation to Words and Mathematical Analysis, Today 
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when an economic theorist deplores the use of mathematics, he usually 
speaks up for the virtues of geometrical diagrams as the alternatives. 
It was not always thus. Seventy years ago, when a man like Cairnes 
criticized the use of mathematics in economics, probably he meant by 
the term “mathematics” primarily geometrical diagrams. From the 
point of view of this lecture, the ancients were more nearly right than 
the modern critics. Geometry is a branch of mathematics, in exactly 
the same sense that mathematics is a branch of language. It is easy to 
understand why a man might have no use at all for economic theory, 
invoking, instead, a plague on mathematical economics, on diagrammatic 
textbooks, and on all fine-spun literary theories. It is also easy to 
understand why some men should want to swallow economic theory in 
all of its manifestations. But what is not at all clear—except in terms 
of human frailty—is why a man like Cairnes should be so enamored of 
literary theory and should then stop short of diagrams and symbols. 
Or why any modern methodologist should find some virtue in two- 
dimensional graphs but should draw the line at third or higher dimen- 
sions. 

I suggest that the reason for such inconsistent methodological views 
must be found in the psychological and tactical problems which consti- 
tute the remaining part of my remarks. 

But before leaving the discussion of the logical identity of mathe- 
matical symbols and words, I must examine its bearing on a famous 
utterance of Cairnes. He lived at a time when, as we now know, mathe- 
matics was helping bring into birth a great new neoclassical synthesis. 
Yet Cairnes went so far as to say: “So far as I can see, economic truths 
are not discoverable through the instrumentality of mathematics. If 
this view be unsound, there is at hand an easy means of refutation—the 
production of an economic truth, not before known, which has been 
thus arrived at.” Now this view is the direct opposite of that of Mar- 
shall. Marshall in his own way also rather pooh-poohed the use of 
mathematics. But he regarded it as a way of arriving at truths, but 
not as a good way of communicating such truths—which is just the 
opposite of Cairnes’s further remarks on the subject. 

Well, what are we to think of the crucial experiment proposed by 
Cairnes? In the first place, he himself was both unable and unwilling 
to use the mathematical technique; so it might have been possible for 
us to produce a new truth which Cairnes could never have been capa- 
ble of recognizing. Indeed, many have cogently argued that Jevons 
had in fact done so. However, from the methodological viewpoint that 
I have been expounding, it will be clear that any truth arrived at by 
way of mathematical manipulation must be translatable into words: 
and hence, as a matter of logic, could quite possibly have been arrived 
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at by words alone. Reading Cairnes literally, we are not required to 
produce a truth by mathematics that could not have been proved by 
words; we are only required to produce one that has not, as a matter of 
historical fact, been previously produced by words. I suggest that a 
careful review of the literature since the 1870’s will show that a signi- 
cant part of all truths since arrived at have in fact been the product of 
theorists who use symbolic techniques. In particular, Walrasian gen- 
eral equilibrium, which is the peak of neoclassical economics, was 
already enunciated in Walras’ first edition of the E/ements at the time 
Cairnes was writing. 

Jevons, Walras, and Menger each independently arrived at the so- 
called “theory of subjective value.” And I consider it a lucky bonus 
for my present thesis that Menger did arrive at his formulation with- 
out the use of mathematics. But, in all fairness, I should point out that 
a recent rereading of the excellent English translation of Menger’s 
1871 work convinces me that it is the least important of the three 
works cited; and that its relative neglect by modern writers was not 
simply the result of bad luck or scholarly negligence. I should also add 
that the important revolution of the 1870’s had little really to do with 
either subjective value and utility or with marginalism; rather it con- 
sisted of the perfecting of the general relations of supply and demand. 
It culminated in Walrasian general equilibrium. And we are forced to 
agree with Schumpeter’s appraisal of Walras as the greatest of theor- 
ists—not because he used mathematics, since the methods used are 
really quite elementary—but because of the key importance of the 
concept of general equilibrium itself. We may say of Walras what 
Lagrange ironically said in praise of Newton: “Newton was assuredly 
the man of genius par excellence, but we must agree that he was also 
the luckiest: one finds only once the system of the world to be estab- 
lished!” And how lucky he was that “in his time the system of the 
world still remained to be discovered.” Substitute “system of equi- 
librium” for “system of the world” and Walras for Newton and the 
equation remains valid. 

Summary of Basic Methodology. In leaving my discussion of Meth- 
odology with a capital M, let me sum up with a few dogmatic state- 
ments. All sciences have the common task of describing and summariz- 
ing empirical reality. Economics is no exception. There are no separate 
methodological problems that face the social scientist different in kind 
from those that face any other scientist. It is true that the social 
scientist is part of the reality he describes. The same is true of the 
physical scientist. It is true that the social scientist in observing a 
phenomenon may change it. The theory of quantum mechanics, with 
its Heisenberg uncertainty principle, shows that the same is true of the 
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physical scientist making small-scale observations. Similarly, if we 
enumerate one by one the alleged differences between the social sciences 
and other sciences, we find no differences in kind. 

Finally, it is clear that no a priori empirical truths can exist in any 
field. If a thing has a priori irrefutable truth, it must be empty of 
empirical content. It must be regarded as a meaningless proposition in 
the technical sense of modern philosophy. At the epistemological fron- 
tier, there are certain refined difficulties concerning these matters. But 
at the rough and ready level that concerns the scientist in his everyday 
work, the above facts are widely recognized by scientists in every disci- 
pline. The only exceptions are to be found in certain backwaters of 
economics, and I shall not here do more than point the finger of scorn 
at those who carry into the twentieth century ideas that were not very 
good even in their earlier heyday. 

Differences in Convenience of Languages. I now turn to the really 
interesting part of the subject. What are the conditions under which 
one choice of language is more convenient than another? If you are a 
stenographer required to take rapid dictation, there is no doubt that 
you will prefer shorthand to old-English lettering. No disinterested 
third party will ever be in doubt as to whether Roman numerals are 
less convenient than arabic numerals for the solution of problems in 
commercial arithmetic; and the same goes for a comparison between a 
decimal system of coinage and that used by the English. 

A comparison between a language like French and one like German 
or English or Chinese is a little more difficult. We might concede that 
any proposition in one language is translatable into another. But that 
is not relevant to the psychological question as to whether one language 
is intrinsically more convenient for a certain purpose than another. We 
often hear it said that French is a very clear language, and that German 
is a very opaque one. This is illustrated by the story that Hegel did 
not really understand his philosophy until he had read the French 
translation! 

I do not know whether there is anything in this or not. It seems to 
me that Bohm-Bawerk or Wicksell written in German is quite as 
straightforward as in English: whereas I find Max Weber or Talcott 
Parsons difficult to understand in any tongue. I suspect that certain 
cultures develop certain ways of tackling problems. In nineteenth cen- 
tury German economics it was popular and customary to ask about a 
problem like interest or value: What is the essence of interest or value? 
After this qualitative question is answered, then the quantitative level 
of the rate of interest or price-ratio can be settled. Now I happen to 
think that this is sterile methodology. But I cannot blame it on the 
German language. 
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It is interesting, however, that Menger wrote a letter to Walras on 
this very subject. As reported by Professor Jafie’s interesting article 
(Journal of Political Economy, 1936), Menger said that mathematics 
was all very well for certain descriptive purposes, but that it did not 
enable you to get at the essence of a phenomenon. I wish I thought it 
were true that the language of mathematics had some special faculty 
of drawing attention away from pseudo problems of qualitative 
essence. For, unlike Menger, I should consider that a great advantage. 

Baconian and Newtonian Methods. There are many empirical fields 
where translation into mathematical symbols would seem to have no 
advantage. Perhaps immunology is one, since I am told not a single 
cure for disease—vaccination against smallpox, inoculation for diph- 
theria, use of penicillin and sulpha, and so forth—has been discovered 
by anything but the crudest empiricism and with sheer accident play- 
ing a great role. Here the pedestrian methods of Francis Bacon show 
up to much greater advantage than do the exalted methods of a New- 
ton. If true, we must simply accept this as a fact. I am sure that many 
areas of the social sciences and economics are at present in this stage. 
It is quite possible that many such areas will always continue to be in 
this stage. 

Pareto regarded sociology as being of this type. But curiously 
enough, he goes on to argue that the chief virtue of mathematics is in 
its ability to represent complexly interacting and interdependent phen- 
omena. I think we must accept this with a grain of salt. Analogies with 
complicated interdependent physical systems are valuable if they alert 
us to the dangers of theories of unilateral causation. But after mathe- 
matical notions have performed the function of reminding us that 
everything depends upon everything else, they may not add very much 
more—-unless some special hypotheses can be made about the facts. 

On the other hand, there are areas which over the years have fallen 
into the hands of the mathematically annointed. Earlier I mentioned the 
case of symbolic logic., There are still some girls’ seminaries where 
literary logic rules the roost; but no sensible man expects that in the 
centuries ahead the field of logic will be deloused of mathematics. 

Another field is that of physics. Its capture by mathematics is a fact 

as solid and irreversible as the second law of thermodynamics itself. 

It is dangerous to prophesy. But I suspect that in some small degree 
the same will hold of the field of economic theory. For a century 
mathematics knocked at the door. Even today it has no more than a 
foot in the doorway. But the problems of economic theory—such as 
the incidence of taxation, the effects of devaluation—are by their 
nature quantitative questions whose answer depends upon a superposi- 
tion of many different pieces of quantitative and qualitative informa- 
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tion. When we tackle them by words, we are solving the same equations 
as when we write out those equations. 

Now I hold no brief for economic theory. I think the pendulum will 
always swing between interest in concrete description and attempts to 
construct abstract summaries of experience, with one decade and tra- 
dition giving more emphasis to the one process and another time and 
place giving emphasis to the other. But I do think that when the pen- 
dulum is swinging in favor of theory, there will be kind of a Gresham’s 
law operating whereby the more convenient deductive method will dis- 
place the less convenient. 

Convenience of Symbols for Deduction. And make no mistake about 
it. To get to some destinations it matters a great deal whether you go 
afoot or ride by a train. No wise man studying the motion of a top 
would voluntarily confine himself to words, forswearing all symbols. 
Similiarly, no sensible person who had at his command both the tech- 
niques of literary argumentation and mathematical manipulation would 
tackle by words alone a problem like the following: Given that you 
must confine all taxes to excises on goods or factors, what pattern of 
excises is optimal for a Robinson Crusoe or for a community subject 
to prescribed norms? 

I could go on and enumerate other problems. But that is not neces- 
sary. All you have to do is pick up a copy of any economic journal and 
turn to the articles on literary economic theory, and you will prove the 
point a hundred times over. 

The convenience of mathematical symbolism for handling certain 
deductive inferences is, I think, indisputable. It is going too far to say 
that mathematicians never make mistakes. Like everybody else, they 
can pull some awful boners. But it is surprising how rare pure mistakes 
in logic are. Where the really big mistakes are made is in the formulation 
of premises. Logic is no protection against false hypotheses; or against 
misinterpretation of reality; or against the formulation of irrelevant 
hypotheses. I think it is one of the advantages of the mathematical 
medium—or, strictly speaking, of the mathematician’s customary 
canons of exposition of proof, whether in words or symbols—that we 
are forced to lay our cards on the table so that all can see our premises. 
But I must confess that I have heard of card games—in fact I have 
participated in them myself—where knowingly or unknowingly, we 
have dealt cards from the bottom of the deck. So there are no absolute 
checks against human error. 

The Human Dilemma. In conclusion, ask yourself what advice you 
would have to give to a young man who steps into your office with 
the following surprisingly common story: “I am interested in economic 
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theory. I know little mathematics. And when I look at the journals, I 
am greatly troubled. Must I give up hopes of being a theorist? Must I 
learn mathematics? If so, how much? I am already past twenty-one; 
am | past redemption?” 

Now you could answer him the way Marshall more or less advised 
Schumpeter: forget economic theory. Diminishing returns has set in 
there. The world is waiting for a thousand important applications. 

This of course is no answer at all. Either the young man disregards 
your advice, as Schumpeter did. Or he accepts it, and psychologically 
you have dealt him the cruelest blow of all. 

I think a better answer might go somewhat as follows: Some of the 
most distinguished economic theorists, past and present, have been 
innocent of mathematics. Some of the most distinguished theorists have 
known some degree of mathematics. Obviously, you can become a 
great theorist without knowing mathematics. Yet it is fair to say that 
you will have to be that much more clever and brilliant. 

It happens to be empirically true that if you examine the training 
and background of all the past great economic theorists, a surprisingly 
high percentage had, or acquired, at least an intermediate mathematical 
training. Marshall, Wicksell, Wicksteed, Cassel, and even such literary 
economists as Nicholson or Malthus provide examples. This is omitting 
economists like Edgeworth, Cournot, Walras, Pareto, and others who 
were avowedly mathematical economists. 

Moreover, without mathematics you run grave psychological risks. 
As you grow older, you are sure to resent the method increasingly. 
Either you will get an inferiority complex and retire from the field of 
theory or you will get an inferiority complex and become aggressive 
about your dislike of it. Of course, those are the betting odds and not 
perfect certainties. The danger is almost greater that you will overrate 
the method’s power for good or evil. You may even become the prey 
of charlatans who say to you what Euler said to Diderot to get him to 
leave Catherine the Great’s court: “Sir, (a + b")/n = x, hence God 
exists; reply!” And, like Diderot, you may slink away in shame. Or 
reacting against the episode, you may disbelieve the next mathemati- 
cian who later comes along and gives you a true proof of the existence 
of the Deity. 

In short—your advice will continue—mathematics is neither a neces- 
sary nor a sufficient condition for a fruitful career in economic theory. 
It can be a help. It can certainly be a hindrance, since it is only too 
easy to convert a good literary economist into a mediocre mathematical 
economist. 

Despite the above advice, it is doubtful that when you check back 
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five years later on that young man he will be very different. In- 
deed, as I look back over recent years, I am struck by the fact that the 
species of mathematical economist pure and simple seems to be dying 
out and becoming extinct. Instead, as one of my older friends com- 
plained to me: “These days you can hardly tell a mathematical econ- 
omist from an ordinary economist.” I know the sense in which he 
meant the remark, but let me reverse its emphasis by concluding with 
the question: Is that bad? 


>» 


DISCUSSION 


Attan G. Grucuy: Before turning to the immediate issues at hand, I 
would like to present what I take to be the mathematical and institutional 
economists’ positions with respect to the problems of science and methodology. 
When contrasting the methodological views of these two types of economists, 
we must first raise ourselves one step higher than the methodological issue. 
Methodological issues cannot be resolved in terms of methodology itself. 
Instead, we should start with the different views as to the nature of science in 
general and economics in particular which are held by economists. Disagree- 
ments about methodology are at bottom disagreements about the nature of 
science. However, since I cannot here go into the fundamental ideological 
and other reasons for disagreements about the nature of science, we shall have 
to take these disagreements as given data. After having examined the problem 
over a number of years, I am convinced that the position of many mathe- 
matical economists, econometricians, and statisticians can be stated, in gen- 
eral terms, in the following manner: 

1. The essence of science is measurement or exactitude. What is measurable 
is scientific; what is not measurable is something other than science. Such 
a view is perhaps best epitomized by the widely publicized statement of the 
Cowles Commission for Research in Economics that “science is measurement.” 

2. Data relating to scarcity, or the satisfaction of human wants, that can 
be quantified or measured in some way are to be included in the field of 
economic science. Data that are not measurable may be at best covered by 
the phrase “economic study” or at worst may be consigned to the already 
overcrowded sociological penumbra of Professor Lionel Robbins. Economic 
data that can be measured can be organized in the form of mathematical 
propositions. As Robbins puts it, economics is essentially a series of formal or 
mathematical relationships. Economics, which is based on measurable data, 
is therefore in essence mathematical economics. 

So much for the mathematical approach with regard to the issue of science 
and methodology. In contrast the position of the institutional economists is 
as follows: 

1. The essence of science is interpretation, or the making of generalizations 
about bodies of data and their relationships. Some of this interpretation is 
open to measurement and some is not. To the institutionalist, it is a gross 
oversimplification to assert that science is measurement. It is much preferable 
to say that science is interpretation which includes both precise and imprecise 
generalizations. The institutionalists would agree with Professor Samuelson 
that, in economics, what is stated mathematically may also be restated in 
nonsymbolic language. But they would go one step further than does Samuel- 
son. They would assert that there are useful economic generalizations in non- 
symbolic language which cannot be mathematically formulated because of 
the imprecise nature of the data involved. 

2. The institutionalist agrees that the central interest in economics is the 
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study of the disposal of scarce resources or the satisfaction of human wants. 
But how far one is to move out from this central consideration in making 
scientific generalizations should be determined, not by the desire for measure- 
ment or exactitude, but by the desire for a full understanding or interpreta- 
tion of the flow of economic events. The limits of the scope of economic sci- 
ence should not be set by any methodological preference, as in the case of 
those who refuse to go beyond precise or quantifiable data, but rather by 
the nature of the problems encountered in actual economic experience. 

Now that the opposing views concerning science and methodology have 
been briefly stated, I would like to turn to Professor Boulding’s paper to 
illustrate the points already made. I feel that Boulding’s efforts to be more 
realistic would be more fruitful if he held other methodological views than 
those which he now appears to hold. He is hampered by the argument that 
what is measurable is economic and what is not measurable belongs to some 
other area of investigation. 

In place of the older homo economicus of Marshall’s day, Boulding now 
substitutes what may be labeled homo cyberneticus. Homo cyberneticus is 
merely homo economicus with delayed or diffused business reactions. Since 
Boulding, as he tells us in his Economic Analysis, deals principally with eco- 
nomic quantities, we can readily see why he limits himself to the behavior 
of the cybernetic businessman. The reason is that this businessman’s opera- 
tions can be measured or quantified in terms of plus or minus changes in the 
various assets of the individual firm. 

The institutionalist would assert that if Professor Boulding were really 
bent on being realistic, he should relate his homeostatic firm to the 
rapidly changing economic order which is the framework within which the 
cybernetic businessman operates. To explain fully why the businessman 
reacts in the ways that he does to changes in balance-sheet items, we must go 
beyond these quantitative changes in balance-sheet items into the realm of 
the nonquantifiable and the nonmeasurable to explain the broad changes 
which affect a firm’s asset policy. What holds Professor Boulding back, as is 
true of mathematical economists, econometricians, and statisticians in general, 
is, I believe, deference to a methodological procedure and not any scientifically 
observed limits to further interpretation. 

In the world of practical affairs, the individual firm cannot be effectively 
abstracted from the increasingly collective economic order of which the firm 
is but a very small part. Boulding’s homeostatic and atomistic theory of the 
individual firm should be accompanied by a theory of the capitalistic order. 
But there are no mathematics or econometrics of evolving capitalism. There 
are, to be sure, first approximations in the form of mathematical or econo- 
metrical models of the total economy, but these are only at best but pre- 
liminary. To secure adequate interpretation of the economic system we should 
move further up the ladder of interpretation than do those economists who 
adhere to the position that science is measurement. The institutionalists 
would disagree with Professor Knight when he states that economics, as a 
science, should not inquire into the nature and role of technology, economic 
organization, and human wants. Still considering their analysis to be economic 
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science and not economic philosophy, they would push economic investigation 
into much broader areas than would Knight. 

As John Maynard Keynes explains in his Essays in Biography, we should 
grapple on higher levels with “the economic interpretation of the complex 
and incompletely known facts of experience.” Keynes goes on to say that 
“for economic interpretation in its highest form [we need] .. . an amalgam 
of logic, intuition and wide knowledge of the facts most of which are not 
precise.” This is exactly the approach to economic science cultivated by the 
institutional economist—and cultivated, I might say, to some extent by 
Keynes himself. Witness his own theory of capitalism which most American 
Keynesians studiously avoid in their denatured versions of Keynes’s total 
contribution. 

The institutionalist moves beyond the measurable and the precise for one 
reason only—because of the nature of modern economic problems. Ragnar 
Frisch’s decision model may be very useful in dealing with the limited prob- 
lems of devaluation, wage, and tax policy, as Tinbergen has recently ex- 
plained. But the larger problems of our oligopoly-dominated, concentration- 
bent, regulated capitalism—problems which are also of great concern to the 
average citizen—-involve resort to those higher levels of economic interpreta- 
tion where generalization and economic models based on precise data are not 
very useful. In the current economic world we cannot with good faith retreat 
into the realm of the precise and the measurable merely because it suits our 
methodological convenience. We have a higher responsibility as social sci- 
entists to look beyond methodological convenience to the larger issues which 
unfortunately as yet defy precise scientific handling. This, in short, is the 
position of those whom I prefer to call holistic economists with regard to 
these matters of vital scientific and general human interest. 


Fritz MacHLup: I shall address myself to three issues: the use of mathe- 
matics, the role of realism, and the time for synthesis. The first two—mathe- 
matics and realism-——-seem almost antithetical. My comments will probably 
disappoint both those who want more mathematics and those who want more 
realism in economic analysis. 

I do not deny Professor Samuelson’s assertion that mathematics !s a lan- 
guage and even one which for some purposes is superior to English or Ger- 
man. But for other purposes it is inferior or even altogether unsuitable. There 
are things that ought to be said but cannot be said in mathematical language. 

Perhaps I underestimate the potentialities of mathematics. It is true that 
Atlas, the mental giant in the Barnaby series whose memory for names is so 
very poor, manages to translate such simple names as J. J. O’Malley into 
algebraic formulas and vice versa. This ability need not be confined to the 
mental giants of the comic strip. But there are definite limits to translata- 
bility into mathematics. Thus far, love letters cannot well be written in 
mathematics and read with a full appreciation of the romantic feelings of the 
writer. And I challenge Professor Samuelson to translate into mathematics 
the paper he has just read to us in English and preserve all its qualities, 
including its fine humor. And, to come to the real issue, I submit that the 
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basic human attitudes that underlie economic conduct—and must be under- 
stood if we are to understand economics—cannot be described and analyzed 
exclusively in mathematical language. 

Professor Samuelson is contemptuous of what he calls the “pseudo prob- 
lems of qualitative essence.”’ Am I really concerned with a pseudo problem if 
I wish to get at the essence of a phenomenon or at its merely qualitative 
aspects? To my mind, it is perfectly good practice, before making statements 
about anything, to make clear what it is one is talking about; that is, to dis- 
cuss the essence of the matter. Professor Samuelson makes specific mention 
of the “sterile” question of the essence of value. I shall not attempt to tell 
other people in which problems they should be interested and from which 
problems they should turn away. I for my part continue to be interested and 
concerned with the problem of the essence of value even if it takes other lan- 
guages than mathematics to talk about it. 

Those who talk only one language are probably barred from the appre- 
ciation and understanding of some problems. On the other hand, a problem 
is sometimes recognized as a mere pseudo problem when its analysis is trans- 
lated into other languages. All this, I think, adds strength to the argument for 
polylinguistic scholarship. 

There are those who disparage the use of mathematics in economic theory 
on the ground that it must result in “too unrealistic’ models. This com- 
plaint, which in my opinion reveals misunderstanding of the fundamentals 
of scientific methodology, provides me with a welcome transition to the second 
issue on which to comment: the call for more realism and the rejection of 
manifestly unrealistic postulates in economic analysis. 

No one has ever suggested that a theory of the individual consumer should 
start, as a first approximation, with a posulate that the consumer seeks to 
maximize the consumption of food, let alone bread. From the very beginning 
a “multitude of ends” has been considered the appropriate assumption for 
a theory of consumer's choice. However, for the sake of graphical demonstra- 
tions by indifference curves, a reduction of the possible choices to just two 
alternatives has proved handy. Of course, this is terribly unrealistic, as those 
who cannot comprehend such technical things and need an escape are anxious 
to emphasize, but everybody has been aware of it. 

In the theory of the individual seller of labor services, no one believes it 
would be fruitful to assume that the worker aims to maximize his pecuniary 
income. It is obvious that not only the alternative opportunity of leisure or 
the disutility of effort must be taken into account but also such things as 
differences in working conditions in different employments or differences in 
living conditions in different places. However, a good deal of insight into 
the relationship between income and leisure and about the influence of in- 
come deductions on the labor supply can be gained by a model which is 
deliberately unrealistic in omitting the differences in working and living 
conditions and in isolating the effects of changes in the net rate of pay. 

No one would seriously hold that businessmen have no other goal than 
money profits. It takes no unusual powers of observation to realize that not 
all businessmen want to get stomach ulcers, that some of them prefer to take 
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it easy, that most of them dislike sleepless nights worrying about risky 
deals, that some like to gamble, that many are patriots who will want to 
avoid doing things which the government says are bad for the country, that 
several like to be “big shots” running big enterprises and being admired for 
their position, that many have a pride of workmanship and a feeling for 
sportsmanship. But it is quite apparent that a good many things could be 
“seen” by operating a much simplified model in which (besides output of a 
homogeneous product) only pecuniary costs and revenues enter as variables 
and the maximization of the difference is the basic hypothesis. Unrealistic? 
Surely. But whenever one can learn something by a simpler method it would 
be silly to insist on learning it a more complicated way. The addition of 
“admittedly realistic” variables into analytical models can be defended only 
if they significantly modify the results. 

This means, of course, that models of different degrees of realism and 
complexity will be adequate for different problems. Certain problems can be 
adequately analyzed with the maximization of pecuniary profits as the basic 
working hypothesis; other problems cannot and require much more compli- 
cated models. Professor Boulding recognizes this and does not claim that his 
“asset preference” assumptions are needed for all problems of the economics 
of the firm. What he does not say, and in my opinion should say, is that 
there is not one theory of the firm but that there are many. To expect that 
one theory of the firm should serve all purposes is almost like expecting one 
all-purpose theory of man or a panacea that cures all ills from sore throats 
to broken noses. What in our textbooks has been called the theory of the 
firm is only a part of static price and distribution theory and does not attempt 
or pretend to be more. Is it not very unreasonable to complain about its 
inadequacy for other purposes? A model designed to analyze business deci- 
sions about the price and output of some particular product or set of prod- 
ucts need not be equipped to analyze decisions about the investment of avail- 
able funds, about the payments of dividends, about the increase in the power 
of management, and so forth; and if it were equipped for all these purposes, 
it would be unnecessarily clumsy. Universal tools which, for example, can 
work as screw drivers, drills, hammers, pincers, and scissors all at once are 
neither economical nor efficient. A universal theory of the firm which could 
explain the output of a given product and also the growth of the firm through 
agglomerative merger and perhaps also any other kind of business conduct 
would be an uneconomical and inefficient theory. 

If I say that the theory of the firm-in price analysis is one thing and the 
theory of the growth of the firm is another—and that the choice of variables 
is dictated by the problem at issue and not by what to naive observers ap- 
pears to be realistic--I should like to acknowledge the benefit of discussions 
with Dr. Edith Penrose, of Johns Hopkins University, who has been working 
on the theory of the growth of the size of the firm. 

How naive it is to call for a comprehensive all-purpose theory of the firm 
becomes particularly clear from Mrs. Penrose’s finding that the concept o/ 
the firm changes as we switch from one problem to another. The firm in 
conventional price theory is only a very distant relative of the firm in the 
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legal sense, of the firm in any of the sociological senses, and of the firm in 
any of the other economic senses. All of these are different kinds of animals 
or, perhaps I should say, different kinds of models. The concept of the firm 
may have its criterion in a balance sheet, or in a particular collection of assets, 
or in the personality of an entrepreneur, or a set of managers, or in a group 
of persons in control, or in the people who own the equity, or in a corporate 
name or charter, or probably still other things. Believe me, the “problem 
of decay and death” of the firm, which Professor Boulding called “mysteri- 
ous,” looks totally different depending on which of the concepts of the firm 
is adopted—and on the basis of some of the concepts the problem looks not 
mysterious but meaningless. This is an important conclusion, especially in 
view of the recent “survival theories” of the firm (Alchian and Enke) that 
rest on the distinction of successful firms and failures. But I should not 
anticipate here too many of the findings of Dr. Penrose’s critical analysis of 
these theories. 

Some economic theorists have become excessively enamored of the applica- 
tion of biological concepts to economic problems and, I am afraid, Professor 
Boulding is among them. “Death and Transfiguration” is a beautiful tone 
poem; and “The Death of a Salesman” makes an interesting stage play. But 
before we make much of the “death of a firm” in economic analysis we had 
better be quite sure how we define the firm and how we ascertain its demise. 

If I had to summarize my comments on Professor Boulding’s paper in one 
sentence, I should say this: I agree with his conclusion “that the impact of 
more realistic theories of the firm on static price analysis is likely to be 
small,” but I am skeptical with regard to his hope that by integrating differ- 
ent models of the firm into a more realistic model we shall progress faster 
in economic dynamics. 

On the problem of integration and realism I should like to add this: It is 
of course possible that the models of the firm that will prove useful in growth 
theory will also look more realistic. If they do, this will be so chiefly because 
of the particular personal experiences of those who pass such judgments, but 
I do not think there would be any reason to be happy about it. In analysis 
it is not realism but relevance that counts, as Professor Knight once so 
cogently demonstrated. As to the eternally popular demand for integration 
and synthesis, I should like to quote from Professor Boulding’s latest book,' 
where he said that “a synthesis of inadequate parts may be worse than no 
synthesis at all,” which he footnoted by the remark that “institurionalism in 
economics may be regarded as a premature attempt at synthesis of the social 
sciences, an attempt to synthesize bad economics, bad sociology, and bad 
anthropology in a medium of subconscious emotional bias.” But underlying 
these remarks is Professor Boulding’s conviction, which he apparently shares 
with the Walrus of Alice in Wonderland, that now “the time has come’”’ 
to talk of many things at once. 

It is not so, I submit, that synthesis can wait until the several parts of 
systematic knowledge are perfected. Probably we do know more now than 
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thirty years ago; but in another thirty years we shall know more than now. 
The license to synthesize is not granted only upon a certification of maturity. 
No matter how imperfect our tools, synthesis is always permissible and neces- 
sary whenever we deal with specific cases of reality. But synthesis of different 
fields of knowledge is never called for while we are engaged in developing or 
formulating general theories. There is no use for a “general synthesis” be- 
cause we never know just what mixture of bodies of knowledge—what 
“knowledge mix’’—will be best suited for the concrete cases that we may run 
into. One case may call for a synthesis of social psychology, cultural anthro- 
pology, and economics; another for a synthesis of public health, law, and 
economics; a third may call for a synthesis of criminology, political science, 
and economics. Hence, we should not scramble our analytical tools before we 
apply them. 

The time to synthesize is when we wish to explain or diagnose particular 
situations or to predict or control particular events. Reality is complex and 
no single field of knowledge can suffice for grappling with concrete cases. 
‘Application of theory” means, or should mean, synthesis of the findings of 
several disciplines. but ‘synthesis in the abstract” serves no good purpose. 


BUSINESS CYCLE THEORY 


TOWARD A DYNAMIC THEORY OF THE CYCLE 


By Arvin H. HANSEN 
Harvard University 


Views about the meaning of dynamic economics have undergone 
marked change in different periods in the history of economic thought. 
First there was the classical theory devoted to the processes of long- 
run change. Then came the short-run dynamics of business cycle the- 
orists reaching a high point in the period from the turn of the century 
to the first World War. The third phase, beginning some twenty years 
ago and still going strong, is dominated by those econometricians who 
are primarily interested in oscillations. And finally there is currently 
emerging a recrudescence both of the business cycle dynamics of the 
Continental School and the classical long-run dynamics which held 
the stage from Adam Smith to John Stuart Mill but which, until 
recently, had pretty effectively been submerged, as far as dynamics is 
concerned, by the rise of Marshallian economics with its emphasis on 
static theory and the analysis of cost functions applicable to the indi- 
vidual firm. 

Dynamics has to do with change and time. It has to do with oscilla- 
tion and growth. And finally it has to do with expectations. Dynamic 
analysis, said Keynes in his General Theory (page 145), is the “theo- 
retical link between today and tomorrow.” 

J. R. Hicks, in his first review article on the General Theory ( Eco- 
nomic Journal, June, 1938, page 240), singles out for special comment 
the emphasis placed by Keynes upon the role of expectations. The “use 
of the method of expectations,” said Hicks, “is perhaps the most 
revolutionary thing about this book.’’ Keynes himself expressed the 
view (General Theory, page 145) that the current economic theory 
was frequently unrealistic because it assumed too often a “static state 
where there is no changing future to influence the present.” 

The subject matter for Keynes’s study and analysis, said Hicks in 
the same review, was not “the norm of the static state,’ but rather 
the “changing, progressing, fluctuating econoniy.” This has “to be 
studied on its own and cannot usefully be referred to the norm of the 
static state.” Static analysis had tended to become sterile and remote 
from economic reality because it failed to take account of “peoples’ 
anticipations of the future.’ But “once the missing element—anticipa- 
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tions—is added, equilibrium analysis can be used,” said Hicks, “not 
only in the remote stationary conditions” to which many economists 
had “found themselves driven back,” “but even in the real world in 
disequilibrium.” By introducing expectations, even the method of com- 
parative statics (or what Mr. Baumol calls “statics involving time” ) 
can be employed effectively “for analyzing the impact effect of disturb- 
ing causes.”’ 

Ragnar Frisch has indeed defined dynamic theory to be a type of 
analysis in which “we consider not only a set of magnitudes in a given 
point of time and study the inter-relations between them, but we con- 
sider the magnitudes of certain variables in different points of time, 
and we introduce certain equations which embrace at the same time 
several of these magnitudes belonging to different instants. This is the 
essential characteristic of a dynamic theory. Only by a theory of this 
type can we explain how one situation grows out of the foregoing.”’ 
Following Frisch, Hicks in his Value and Capital defined dynamics as 
“that part of economic theory in which quantities must be dated.” 
This definition of dynamics involves time lags and period analysis, and 
this type of analysis seeks to disclose the process of change over time. 

In the General Theory, Keynes not infrequently discussed the proc- 
ess of change in terms of period analysis, though this fact has 
generally been overlooked by his critics. ““A change in expectations,” he 
says, “ will only produce its full effect on employment over a considera- 
ble period.”” Here the process is clearly envisaged in terms of a lagged 
adjustment. “The change in employment,” he goes on to say, “due to 
a change in expectations will not be the same on the second day after 
the change as on the first; or the same on the third day as on the sec- 
ond, and so on, even though there be no further change in expecta- 
tions.” Thus “some time for preparation must needs elapse before em- 
ployment can reach the level at which it would have stood if the state 
of expectation had been revised sooner.” And in the case of investment 
outlays, “employment may be at a higher level at first, than it will be 
after there has been time to adjust the equipment to the new situa- 
tion.” 

Keynes has a good deal to say (note Chapter 5, for example) about 
the lags involved in the process of transition. Changes in long-term 
expectations will first cause increases in the investment industries (the 
“earlier stages’) and only later in the consumption industries (the 
‘later stages”). “Thus the change in expectations may lead to a grad- 
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ual crescendo in the level of employment, rising to a peak and then de- 
clining to the new long-period level. . . . Or again, if the new long-period 
employment is less than the old, the level of employment during the 
transition may fall for a time below what the long-term level is going 
to be. Thus a mere change in expectations is capable of producing an 
oscillation, in the course of working itself out.” (Page 49.) “An unin- 
terrupted process of transition, such as the above, to a new long-period 
position can be complicated in detail. But the actual course of events is 
more complicated still. For the state of expectation is liable to constant 
change, a new expectation being superimposed long before the previous 
change has fully worked itself out; so that the economic machine is 
occupied at any given time with a number of overlapping activities, 
the existence of which is due to various past states of expectation.” 
Thus “the level of employment at any time depends, in a sense, not 
merely on the existing states of expectation but on the states of expec- 
tation which have existed over a certain past period.” 

These rather long quotations deserve attention because they de- 
scribe just those models that cycle econometricians are fond of work- 
ing out—models based on difference or lag equations. Keynes’s models, 
like those of Frisch, involve, you will note, oscillation, not growth. 

I should like particularly to stress the point that mere oscillation 
fully satisfies Frisch’s famous definition of economic dynamics. In my 
view, however, mere oscillation represents a relatively unimportant 
part of economic dynamics. Growth, not oscillation, should be the 
primary subject matter for the study of dynamics. Growth involves 
changes in technique and increases in population. These growth factors 
were indeed grist for the mill of classical dynamic theory. And with 
respect to business cycle theory, while it is true that one branch has 
more or less exclusively concerned itself with oscillation, it is, I believe, 
safe to say that the dominant school has primarily concerned itself with 
growth. Moreover, it should by now be «lear that the work of the 
oscillation school has been rather sterile. The more fruitful contribu- 
tions to business cycle theory—the contributions, for example, of the 
continental investment school—have placed primary emphasis upon 
growth. 

What I have just said is also the point of view of Harrod, who defines 
dynamics as the study of “continuing changes generated by the special 
nature of a growing economy.” Classical economics, he thought, con- 
tained both static and dynamic elements in roughly equal proportions. 
Capital accumulation, for example, represents growth, and this, says 
Harrod, was rightly regarded by Ricardo as a dynamic concept. In- 
vestment is a dynamic process. Dynamic economics must concern itself 
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with the “necessary relations between the rates of growth of the differ- 
ent elements of a growing economy.” 

Frisch’s analysis deals with time lags, difference or lag equations. 
From Harrod’s point of view, however, dynamics deals with rates of 
change. These may or may not involve time lags. If there are no 
time lags (differential equations) we than have the case of a moving 
equilibrium in which the variables are always in a normal or equi- 
librium relation to one another. The Keynesian “moving-equilibrium”’ 
multiplier with no time lag represents this case. It is a “time-rate-of- 
change” analysis in which the functions are continuous functions and 
the system is in a continuous state of moving equilibrium. 

I may perhaps be permitted to interject here, in passing, a brief 
statement about three different concepts and uses of the ordinary 
multiplier. Keynes in fact discusses all three in Chapter 10 (a point 
generally overlooked) though not as fully as one might wish. All three 
of these concepts have been fruitfully employed by various economists 
during the last fifteen years. There is first the “continuous function” 
multiplier, or the “moving equilibrium multiplier” to which I have just 
referred, in which there is no time lag. This is the “instantaneous” 
multiplier, or the “logical theory of the multiplier” which Keynes 
commonly employed in the General Theory. Based as it is on ‘continu- 
ous functions and not on identity equations, it is not (as has sometimes 
been erroneously supposed) tautological. The second conception of 
the multiplier is that involved in period analysis, and is based on time 
lags. While clearly discussed by Keynes in Chapter 10, he made little 
or no use of it. But it has, following the early lead by Kahn and Clark, 
been employed by Robertson, Machlup, and many others. The third 
view of the multiplier is the time-less conception of comparative statics. 
Time is assumed away, and one leaps over the transition from one 
equilibrium position to the next. Thus, to summarize, we have three 
approaches: (1) the “instantaneous” or “moving-equilibrium” multi- 
plier, (2) the “time lag” or “period analysis” multiplier, and (3) the 
“time-less” or “comparative statics” multiplier. Based, as all three are, 
on functional relations and not on identity equations, none of them are 
tautological. All are more or less useful depending upon the particular 
problems and materials with which one is working. 

Both “period analysis” and “moving equilibrium” analysis are, how- 
ever, fundamentally short-run types of analysis. The classicals, and 
more recently Harrod and others, were concerned mainly with long-run 
dynamics. Long-run dynamics has to do primarily with growth and 
only incidentally with oscillation. Yet the basic tools of analysis are the 
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same. They are the component elements involved in what I called, 
in my Fiscal Policy and Business Cycles ten or more years ago, the 
“leverage coefficient,” or what Hicks has recently called the “super- 
multiplier.” This involves both the multiplier and the accelerator. And 
the exogenous moving power behind this dynamic process is auton- 
omous or spontaneous investment, 

In a recent article, Harrod has suggested that most of the investment 
which may be regarded as autonomous from the short-run or cycle 
standpoint is from the long-run point of view induced. This conclu- 
sion logically follows from Harrod’s conception that investment is a 
function of the rate of growth of real income. Given this rate, and given 
the marginal capital coefficient, one knows what is the long-run main- 
tainable rate of investment. But what role does progress in technique 
and growth of population play? This, I believe, is the crucial question. 

I cannot help thinking there is something wrong with Harrod’s con- 
clusion that from a long-run point of view all investment is induced. 
With Harrod, progress in technique and growth of population appear 
somehow directly to cause an increase in real income. This is the first 
step in his logic. Second step: the rise in real income determines the 
rate of investment (the capital coefficient being assumed as given). | 
should rather say that the chain of causation runs as follows: progress 
in technique primarily determines the rate of autonomous investment 
and also the marginal capital coefficient—the accelerator. The auton- 
omous investment, via the “leverage” process involving both the multi- 
plier and the accelerator, determines (within the context of a given 
i.e., autonomous—rate of growth of population) what the rate of 
growth of output will be. Autonomous factors are the determining ones 
at three points: (1) the strength of the initiating factors, viz., the vol- 
ume of autonomous investment, (2) the value of the marginal capital 
coefficient, and (3) the “run,” so to speak, afforded the accelerator 
before it is driven into reverse by limitation of the labor force. Thus 
the growth of the capital stock, i.e., net investment, is not induced by 
the rate of growth of real income, as Harrod has it. Rather it is the 
other way round: changes in technique (an exogenous factor) de- 
termine the volume of autonomous investment and also the marginal 
capital coefficient. And growth of population (also an exogenous fac- 
tor) determines how far the “leverage” or “supermultiplier” process 
can go before it is checked, or in other words how far induced invest- 
ment can go before it is stopped by the full employment ceiling. The 
growth of output or real income is the result of this complicated process 
in which exogenous and endogenous factors are interwoven. In this 
process a part of total investment is autonomous and a part is induced. 

All this has a bearing upon the question of the long-run maintainable 
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rate of investment in relation to the long-run propensity to save. The 
long-run maintainable rate of investment is, I believe, determined 
partly by the elasticity of the marginal efficiency of investment sched- 
ule and partly by the rapidity of the shifts in the schedule upward or 
to the right. The elasticity of the marginal efficiency of investment 
schedule depends in turn partly upon the elasticity of the diminishing 
marginal productivity of capital (i.e., Keynes’s series of annual yields 
which must not be confused with the marginal efficiency of capital)’ 
and partly upon the elasticity of the supply price of new capital goods. 
Now the elasticity of the diminishing marginal productivity of capital 
depends partly upon the state of technology in different industries and 
partly upon the relative scarcity of the stock of capital goods in rela- 
tion to labor and to natural resources. The shifts in the schedule will 
depend partly upon the speed and character of innovations and partly 
upon the rate of growth of population. 

Autonomous investment is tied up primarily with changes in tech- 
nique. Changes in technique in the usual case are related to (a) cost- 
reducing improvements and (6) the introduction of new products. 
The former means increased output per worker, and the latter is also 
likely to mean in effect an increase in per capita output especially if 
one takes account of quality. And both of these developments are 
likely to involve an increased capital investment per employed worker. 
In all these cases the net addition to capital stock, which is the physical 
embodiment of the new technique, preceded and was the cause of the 
increase in output or real income, not the other way around. Such in- 
vestment must be regarded as autonomous, and not as induced. 

Changes in technique besides calling forth new investment are also 
likely to change the marginal capital coefficient. The new capital goods, 
which give corporeal shape to the new techniques, account for the in- 
crease in physical output. Now the ratio of the new capital to its output 
is not likely to be the same as the previous average ratio. It is of course 
always possible, and perhaps probable, in view of the thousands upon 
thousands of technical operations and new techniques continually being 
introduced, that the changing marginal ratios in different individual 
industries may balance each other off more or less. Some variation in 
the ratio of aggregate net increase in capital to aggregate net increase 
in output is, however, almost certain to occur, and such data as we 

* If we call the series of annual yields R; + R: - Ry, and the marginal efficiency of 
capital r, and C the supply price or cost of the capital good, we get the equation: 

R, 
c= + 
(1+ (1+ 17r)* 


In this equation the R, + R: + - Ry series is the marginal product of capital. This is 
not to be confused with r, the marginal efficiency of capital 
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have bear this out. In certain periods, notably the twenties, capital- 
saving improvements were apparently dominant, the net effect of 
which was to lower the marginal capital coefficient—the ratio of capital 
to output. 

What I am suggesting is this: It is not possible to assume a given 
rate of increase in real income to which can be attached a given mar- 
ginal capital coefficient. The required and maintainable growth in 
capital formation cannot be calculated by taking as assumed a given 
rate of growth in output to which is then attached a given accelerator. 
This is true because these variables are in fact not given. On the con- 
trary, it is precisely the other way around: The rate of increase in 
output and the capital coefficient are both determined by the character 
of the changes in technique and by the growth in population—both 
exogenous factors. And the required, i.e., maintainable, rate of capital 
formation is therefore determined by the character of the changes in 
technique and the growth of population. Some of this capital formation 
is autonomous and some is induced. But even the induced part is pro- 
foundly influenced by exogenous factors, since changes in technique 
will determine the value of the accelerator while growth of population 
will determine the scope or play within which the accelerator can 
operate before it is checked. 

We must distinguish between: (a) the direct impact of changes in 
technique (together with the capital formation which constitutes the 
physical embodiment of the innovations) upon output in the industries 
in which the innovations are made and (6) the indirect effect of these 
innovational investments upon the multiplier-accelerator process. Not 
only does autonomous investment directly increase the product of in- 
dustry; in addition, such investment raises aggregate expenditures. 
Aggregate demand is raised while the process of investment is going 
on; that is, prior to the completion of the technical apparatus. And it 
is just this increase in aggregate demand which makes possible the 
absorption of the growing labor force into productive employment. 
This absorption cannot, however, take place without equipping the new 
workers more or less with capital facilities. The absorption process, 
therefore, must of necessity induce some new investment. Here then 
we find the supermultiplier at work. The initial investment process— 
the necessary counterpart of technical innovation—raises aggregate 
demand via the ordinary multiplier; the consequent rise in income 
induces a further increase in investment—the acceleration process. 
And it is peculiarly the acceleration process which accounts for the 
absorption of new workers into industry. 

The complete growth process thus involves first the initial auton- 
omous investment, then the ordinary multiplier process, and finally the 
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acceleration process. Whether this complicated, interrelated growth 
process is or is not sufficiently powerful to absorb the entire increase in 
the labor force and thus reach the full potential growth of real income 
will depend upon (a) the magnitude of the autonomous investment 
opportunities opened up by the burst of innovations, () the marginal 
propensity to consume which fixes the value of the multiplier, and (c) 
the acceleration coefficient. This latter is not given once and for all but 
changes at the margin whenever a new technique is introduced. 

Thus the character of the innovation not only determines the magni- 
tude of the initial autonomous investment but also the marginal capital 
coefficient. And, conceivably, in the event that the innovation involves 
the introduction of new consumer goods, the character of innovation 
may even affect the marginal propensity to consume and therefore the 
ordinary multiplier. Accordingly, the buoyancy of the push created 
by the introduction of new techniques is determined at every stage in 
the leverage or supermultiplier process by the character of the changes 
in technique. Specifically this means that the character of the new tech- 
nique determines not only the magnitude of the initial autonomous in- 
vestment but also the acceleration coefficient, while at the same time 
it may possibly affect the multiplier itself. The conclusion is that the 
internal response of the system (essentially the multiplier-accelerator 
interaction) is profoundly affected by the specific character of the 
exogenous factor—the change in technique. It is therefore a mistake 
to assume that one can study the inner nature of the endogenous sys- 
tem by itself alone, apart from the outside spontaneous developments 
that are going on. The response of the system to exogenous impulses 
is itself in part conditioned by the character of the autonomous invest- 
ment—the physical embodiment of technical change. Moreover, the 
range within which the endogenous response—namely, the super- 
multiplier process—can maneuver is limited by another exogenous 
factor—the growth of the labor force. 

The conclusion from all this is that the maintainable rate of invest- 
ment is not a function of some given increase in output to which we 
can attach a given accelerator. The maintainable rate of investment is 
determined by (a) the volume of autonomous investment which is a 
function of changes in technique and (2) the volume of induced invest- 
ment which is a function of the supermultiplier process, one important 
element of which, namely, the accelerator, is itself determined by the 
character of technical change. The upper limit to which this process 
can go is fixed by the growth of population. But the initial autonomous 
investment combined with the supermultiplier process may not be 
strong enough to carry the economy up to full employment. A low 
volume of autonomous investment combined with a weak multiplier 
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and weak accelerator will set a low limit to the rate of maintainable 
investment, A high value for these three elements in the growth 
process will enable the economy to reach the maximum rate of growth, 
the upper limit of which is set by the available labor force; in other 
words, by the rate of population growth. 

Thus the volume of autonomous investment is fixed by the character 
and speed of changes in technique. And the volume of induced invest- 
ment at its lowest limit is fixed by the supermultiplier’ and at its 
upper limit by the growth of the labor force. This means that the long- 
run maintainable rate of total investment (autonomous and induced) is 
basically determined by exogenous factors—technical change and 
population growth. 

If now the secular propensity to save exceeds the long-run maintain- 
able rate of investment, it follows that such a society will suffer from 
secular underemployment. Whether and to what degree this condition 
may set going long-run remedial adjustment processes is very largely an 
unexplored field in economics. At all events, conscious adjustments will 
almost inevitably be made. Such adjustments have been going on on a 
large scale during the last two decades. The adjustments may take 
place at both ends, both with respect to the long-run maintainable rate 
of investment and with respect to the long-run propensity to save. The 
maintainable rate of investment can be changed by an increase in tech- 
nological research. The secular propensity to save can be changed by 
social policies, especially those involved in the so-called “welfare 
state.’ Moreover, the long-run maintainable rate of investment can 
be increased by a deliberate policy of employment expansion. Such 
increase in employment would add more or less to the total volume of 
induced investment. Given such a full employment policy, the main- 
tainable volume of investment would at any rate be raised above what 
it would otherwise be. But induced investment sufficient to provide 
standard work places for labor, based on the prevailing technique, 
may not be adequate to offset the secular propensity to save. It follows 
that in this case public policy must be directed either to lower the long- 
run propensity to save or else to increase the long-run maintainable 
volume of investment by an expansion of technological research and by 
introducing public development projects, and the like. 

These considerations, it seems to me, throw some light on the ques- 
tion as to why recent work on dynamic economics has been in large 
measure sterile. The answer, I feel, is that it has been too narrowly 
concerned with endogenous factors. It has too often been assumed in 


*I do not here attempt to assess the importance of the accelerator. As I have indicated 
in my Business Cycles and National Income, I believe it is likely to be relatively weak in 
the typical boom. 
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much of the current analysis that the internal nature of the system, 
which determines its responses to external impulses, is fixed or at least 
subject only to developments springing from internal organic change. 
This is not true. Exogenous or autonomous factors provide not only the 
external impulses which play upon the system but they also cause 
changes in the responsive mechanism itself. An economic dynamics 
which concerns itself exclusively or mainly with endogenous factors, a 
dynamics which, neglecting growth, interests itself primarily with 
oscillations, is not adequate to the task. 

Now it may be objected that what I am saying leaves the business 
cycle econometrician out in a cold world of pure chance where spon- 
taneous and accidental events, uncontrolled by any regularities, are 
taking place. If indeed this were so, there would be little left for the 
business cycle econometrician to study. But this is not so. Technical 
changes while not wholly predictable are nonetheless not purely spo- 
radic. Trends—both long-run and short-run—in the character of tech- 
nological changes deserve far more study than has so far been made. 
Trends and cycles in population growth have indeed commanded the 
attention of statisticians; but very little, as far as I am aware, has been 
done with trends in the changes in techniques. Separate industries 
could be studied to see if there have not been trends (short-run and 
longer-run) with respect to capital-saving or capital-using innovations. 
Such studies might disclose fairly systematic changes in investment 
opportunities and in the marginal capital coefficient. They would dis- 
close changes in the impact of technical change upon autonomous in- 
vestment but also the technologically determined accelerator-response 
of the system. Such studies would, moreover, tell us a good deal about 
long-run trends with respect to maintainable rates of investment, given 
a certain pattern of public policy with respect to tax rates, size of 
budget, social security measures, etc. In conjunction with studies of 
secular and cyclical changes in the propensity to save of the economy 
as a whole (business as well as individual saving being included), we 
could widen and deepen our knowledge about why and to what extent 
the economy has tended from time to time to hit full employment ceil- 
ings and how far it has tended over other periods toward prolonged 
underemployment. 


WAGES IN THE BUSINESS CYCLE’ 


By Lioyp G. REYNOLDS 
Yale University 


I shall interpret this title broadly to mean the role of wages in move- 
ments of national money income, whether these involve changes in 
output and employment or are price movements only. The problem of 
inflation under full employment may not be as important over the long 
run as it has appeared during the past decade, but it certainly merits 
consideration along with the “cycle problem.” 

I want also at the beginning to take mild exception to the concept of 
a “general wage level” which is used in aggregative economics and 
which I shall perforce use in this paper. This concept inevitably sug- 
gests a parallel movement of all the myriad wage rates in the system. 
Studies of short-run wage behavior, however, always show remarkable 
diversity in the movement of individual wage rates. While some rates 
are rising rapidly, others are moving quite slowly or standing still. It 
does not make any more sense to talk about the price of labor in gen- 
eral than the price of commodities in general. It is the movement of a 
particular wage rate relative to other wage rates and to the price of 
the commodity or service being produced which is really important for 
problems of employment. 

Why do the wage rates of different kinds of labor show much variety 
of movement? At least three economic influences are at work: (1) 
Market structure and price behavior in the industry in question. Where 
product prices are relatively volatile upward and downward, wages are 
likely to fluctuate more than in industries with sluggish prices. (2) 
Longer-run trends of industrial growth. Industries which are under- 
going rapid expansion because of demand movements, technical 
change, or other reasons will show unusual resistance to wage cuts 
during recession and will be favorable to rapid wage increases during 
prosperity. (3) Long-run trends in the supply of labor to particular 
regions, industries, and occupations. 

Government wage policies and trade-union pressures also have their 
effect; but the impact of unionism on the wage structure is certainly 
far less than is imagined in popular discussion. If one looks at a 
particular area in a particular year, to be sure, one often finds the 


"I would like to acknowledge the helpful comments of James Tobin on an earlier draft 
of this paper without wishing, however, to implicate him in any errors which may remain 
in it. 
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unionized sectors leading the wage advance both in size of increase and 
in timing. Over a period of ten or twenty years, however, it is remark- 
ably hard to find much difference in the rate of increase of union and 
nonunion rates. The nonunion firms are apparently forced—at least 
during periods of high employment—to keep the pace on wages or 
close up shop. 

Major shifts in the wage structure can usually be explained tolerably 
well on economic grounds without resort to unionism. In both Britain 
and the United States, for example, there has been an unusually rapid 
rise since 1939 in the wages of coal miners, textile operatives, and 
farm laborers. All of these groups are unionized in Great Britain; 
only one is strongly organized in the United States. The main explana- 
tion in both countries may be that these are unattractive occupations, 
whose wage rates before the war were relatively low, and which could 
be manned under full employment conditions only at a considerably 
higher wage level. 

Another thing which I suspect would be revealed by careful em- 
pirical work is that the cost of labor per unit of output fluctuates con- 
siderably more than hourly wage rates themselves. During a rapid 
expansion of aggregate demand, wage schedules may be held rigid for 
considerable periods by union contracts or government controls. But 
unit labor costs will certainly rise in a variety of well-known ways: 
payment above the union scale in an effort to attract labor; individual 
“merit increases” within the plant; loosening up of time standards 
and piece rates; increased cost of overtime and shift premiums; larger 
payments for “fringe” benefits outside the regular wage scale; more 
lenient supervision and possibly a lower level of labor effort; and so on. 
Conversely, during a general decline of demand, unit labor costs may 
be reduced substantially even though wage schedules remain un- 
changed. The trend toward greater downward rigidity of wage schedules 
under collective bargaining is less alarming than it would be if these 
other elements of flexibility did not exist. 

I shall say very little about one issue which bulks much less large in 
the literature today than it did a decade ago. This is the feasibility and 
desirability of general wage reductions during depression. While there 
is still not complete consensus on this matter, I believe one would find 
rather wide agreement to the following propositions: First, it is possible 
to construct several quite plausible models in which a once-for-all cut 
in money wage rates would yield a new equilibrium position with a 
higher level of employment. Second, it is doubtful whether such an 
equilibrium would be approached very rapidly, or even approached at 
all, because of repercussions set up by the initial wage cut; i.e., failure 
of other data to remain constant as they must do in equilibrium reason- 
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ing. Third, the issue is not of much practical importance anyway be- 
cause real demand can be increased more quickly and with less social 
strife by monetary and fiscal measures. 

Blanket wage reductions, even if feasible, would not be a very useful 
prescription for depression unemployment. This is not to say that 
no wage rate should ever be cut. There is need at all times for diversity 
of movement in particular wage rates to meet the changing situations 
of particular firms and industries. During a period of deflation, which 
cannot be immediately reversed by monetary-fiscal measure, sufficient 
flexibility in the wage structure cannot be achieved without the possi- 
bility of wage cuts in some places. It should be emphasized that a 
considerable measure of flexibility actually exists at the present time. 
Union leaders are not impervious to the economic situation of the com- 
panies with which they deal, and have been known to agree to wage 
cuts during depression. Moreover, even without wage cuts a considera- 
ble reduction in unit labor costs can often be achieved in the ways 
noted above. Whether enough flexibility exists may still be doubtful. 
This a matter for factual study rather than a matter of theoretical 
principle. 

In recent years, attention has been focused mainly on the wage prob- 
lems which arise during periods of rising national money income, and 
that is what I intend to do here. I propose to discuss three questions 
of fact and three questions of analysis. The questions of fact are: (1) 
How does the general wage level typically behave during periods of ris- 
ing income? (2) Does comprehensive collective bargaining produce a 
pattern of wage behavior very different from that which existed in 
pre-union times? (3) Is collective bargaining likely to be a menace to 
price-employment stability when the other conditions of stability are 
present? 

The questions of analysis are: (1) Is a general increase in money 
wage rates likely, on ordinary equilibrium reasoning, to raise employ- 
ment or to lower it? Does the answer depend on the stage of expansion 
at which the wage increase occurs? (2) Taking a more dynamic view, 
what is the role of wage rates in a general inflationary process? How 
does the behavior of wages affect the speed and the height of a price 
inflation? (3) What would be an optimum behavior for the general 
wage level in a cyclically fluctuating economy? 

I raise these questions, not because there is any chance of our com- 
ing to definite conclusions about them, but because they seem to be 
of strategic importance at the present time. Over the long run, it is 
better to think unsuccessfully about important questions than to get 
clear answers to unimportant ones. 

One further clarification is perhaps in order. In what follows, I shall 
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speak occasionally of the “pre-full employment” and “post-full em- 
ployment” phases of an expansion movement. The reader should 
realize that this is just a manner of speaking and that it is impossible 
to draw any such clear distinction in practice. All one observes in 
reality is that, during an expansion, prices, output, and employment 
are all advancing at varying rates. As one approaches the “ceiling” of 
productive capacity, the rate of increase in output and employment 
slows down—it never ceases entirely—while the rate of wage and price 
increase tends to accelerate. What stage of this process one chooses to 
designate as “full employment” is entirely arbitrary at the conceptual 
level, though it is not a matter of indifference in the determination of 
public policy. 


I 


Our first factual question has to do with the behavior of wages 
during periods of rising national income. Although there has been quite 
inadequate study of cyclical wage behavior, it is clear that the wage 
level begins to rise early in a recovery movement. Even a large volume 
of unemployment will not prevent wages from rising; and this was 
true even in pre-union times (meaning by this anything before the mid- 
thirties). 

What are the reasons? I do not know, but I suggest the following 
hypothesis: because of the supply conditions for farm products, food 
prices and certain clothing prices rise in the early stages of an income 
expansion. This strikes a sensitive point in workers’ family budgets, 
and generates informal pressure for wage increases. At the same time, 
the profits of many employers are rising because of volume increases, 
price increases, or both. This creates a configuration of circumstances 
in which some employers conclude that wage increases are both 
feasible and equitable. Once some employers have given increases, the 
pressure on others to do so is intensified, and the movement gathers 
momentum. This in no way depends on the existence of collective bar- 
gaining. It is true, however, that under collective bargaining the move- 
ment may gain momentum faster because unions whip some of the 
lagging wage rates into line sooner than employers would do of their 
own accord. 

As the upward movement proceeds, wages continue to rise, and 
prices rise also. What happens in this process to wage-price ratios; i.e., 
the relation between the wage rate for a particular kind of labor and 
the selling price of the product on which that labor is employed? This 
ratio constitutes “real wages” in the classical sense, and its behavior 
over the cycle is obviously very important. 

The customary comparison of average hourly earnings with the 
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BLS Consumer Price Index does not answer this question. The out- 
come of this comparison is heavily influenced by changes in the terms 
of trade between agriculture and the rest of the economy and by the 
behavior of retailers’ margins. It is also clear that the movement of 
average hourly earnings deviates considerably from the movement of 
basic wage rates and cannot be taken as a safe guide to the price of 
labor. What one needs is a detailed comparison, sector by sector, of 
actual wage rates with product prices at the appropriate stage of 
processing, and this we do not have at the present time. 

Limited evidence for manufacturing suggests that the ratio of unit 
labor cost to unit value of sales remains relatively stable over the 
cycle.* This does not mean, of course, that wage rates are not advancing 
relative to prices. If the average net productivity of labor is rising, 
because of technical improvements or for other reasons, wages can rise 
relative to prices without raising the labor cost ratio of the firm. 

While more evidence is needed, I would surmise that during most 
of a recovery movement real wages as defined above are rising at a 
modest rate, depending basically on the rate of growth of productivity. 
In the absence of this factor, real wages might remain roughly constant 
during the upswing. I doubt that they would actually decline, as 
Keynes argued from asssumptions which were perhaps a little too 
orthodox. 

Real wage rates in the other sense—money wage rates deflated by 
changes in some retail price index—may well rise less rapidly during 
an upswing than real wages in product terms. The terms of trade 
between agriculture and the rest of the economy are likely to shift 
increasingly in favor of agriculture. Effective retail margins may be 
lengthened through reduction of clearances, trade-ins, and other price 
concessions. During recession, of course, these tendencies are thrown 
into reverse, and real wages in consumption terms may then rise faster 
than real wages in product terms. 

There is, in short, a secular tendency, persisting rather steadily 
through good times and bad, for the wages of each category of labor to 
rise faster than the prices of the goods produced by that labor. But 
there are also cyclical oscillations in the terms of trade between manu- 
facturing, agriculture, and the retail and service industries which cause 
the real consumption of workers to advance now faster and now slower 
than it would on productivity grounds alone. When one compares 
retail price indexes with money wage rates, the result is a composite 
of these quite different influences. 

The second question on which I wish to comment briefly is whether 


*See on this point Sho-Chien Tsiang, The Variation of Real Wages and Profit Margins 
(London: Pitman, 1947). 
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comprehensive union organization and collective bargaining tend 
drastically to alter the pattern of cyclical wage behavior. Specifically, 
do they cause wages to rise earlier and faster during an expansion than 
they would rise in any event? This is unfortunately the kind of question 
which one can find good armchair reasons for answering in either way 
and on which one can never reach firm conclusions from statistical 
evidence. It would certainly be wrong to say that unions are incapable 
of altering the wage-price level. Clark seems to be correct in arguing* 
that there is at most times considerable indeterminacy in the general 
level of wages and prices. A general increase in wages may push up 
prices even without an inflationary excess of demand, given favorable 
expectations and a rather elastic monetary supply. 

Unions can raise wages, then, at a more rapid rate than would occur 
without them. But do they actually do so? The answer may be differ- 
ent at different times. Early in a recovery movement, unions may bring 
the existing pressures for wage increases to a head sooner and more uni- 
formly than would happen without them. At such times, too, the 
monetary prerequisites for a wage-price advance are certain to be 
present, while they may not always be present at a later stage. 

It is more doubtful whether unions make much difference to the 
course of events toward the peak of an inflationary movement. If col- 
lective bargaining reduces the lag between price increases and subse- 
quent wage adjustments, this will by itself tend to increase the speed 
of an inflation. But does it actually do so? To the extent that union 
contracts remain on an annual basis, the wage lag may well be greater 
than it would be under nonunion conditions. It is true that, mainly as a 
result of sustained inflation, more and more unions are resorting to 
semiannual and even quarterly wage adjustments. But it must not be 
forgotten that the nonunion employer can have a daily wage adjust- 
ment if he wishes. It would be interesting to see an analysis of the 
frequency of wage adjustments in earlier times. I suspect that in 
periods such as 1918-20 one would find that many nonunion employers 
raised wages several times a year. 

The other thing which unionism might do is to obtain not quicker 
increases but larger increases. It is sometimes argued or implied that 
during an inflationary period the most powerful unions will be able to 
enforce abnormally large wage increases on their industries. The rest 
of the wage and price structure must then adjust itself to these in- 
creases; so that one comes out with a higher general level than before. 
On this view, the United Mine Workers and the United Steelworkers 
would presumably have had great influence on wage levels in the post- 


*J. M. Clark, “Criteria of Sound Wage Adjustment,” in The Impact of the Union, D 
McCord Wright, Editor (Harcourt, Brace, 1951), pp. 1-33. 
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war period. After a careful study of events in the coal and steel indus- 
tries since 1945, however, Rees concludes that there is no reason to 
think that wages are any higher now than they would have been in 
the absence of unionism.* This judgment is of course not susceptible 
of proof, but it seems a reasonable one in the light of the evidence pre- 
sented. 

It may well be, therefore, that collective bargaining has more impact 
on wage-price levels at times of low employment than during periods 
of “full” or “overfull” employment. The popular opinion that it is 
precisely in periods such as 1946-51 that unionism tends to run away 
with the price level is based largely on an optical illusion. Because 
unions dramatize the race of wages and prices, because wage decisions 
are debated in the newspapers rather than simply in the offices of cor- 
poration presidents, because union leaders take credit for each wage 
advance as a “victory,” because employers then publicize the wage 
increase as the “reason” for their next price adjustment, the public ends 
up by being convinced that collective bargaining has had an important 
effect on the price level. But is this really so? Surely the inflation of 1946 
to date has been mainly a “pull” inflation, propelled by excess demand 
operating on the price level, with union leaders clinging to the tail of 
the kite after their fashion. 

This leads to our third issue of fact. Is there reason to think that 
collective bargaining is, or may become, an independent source of price 
instability? Suppose that the economy has somehow been brought to 
a position of monetary equilibrium with no tendency for the general 
price level to rise or fall and with employment stable at a high level. 
Would the trade unions upset the applecart by demanding and securing 
wage increases greater than could be absorbed with stable prices? 

I am not convinced that they would and I do not think that Ameri- 
can experience since the war provides much evidence on this point. 
Union wage demands from 1946 to 1948 were powered, on the one 
hand, by retail price increases which generated discontent among union 
members and put pressure on union leaders; and, on the other hand, 
by profit levels which whetted unions’ appetites and led employers 
in many cases to offer only token resistance. All this was part of a 
general inflationary movement. In the absence of such a general move- 
ment, it seems certain that union demands would have been more 
modest and that employer resistance would have been stiffer. During 
the only period of approximate price stability we have had since the 


* Albert Rees, “Wage Determination in the Steel Industry,” American Economic Review, 
June, 1951, pp. 389-404; also, “The Economic Impact of Collective Bargaining in the 
Steel and Coal Industries During the Post-War Period,” Proceedings of the Third Annual 
Convention, Industrial Relations Research Association, December, 1950. 
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war, lasting from September, 1948, to June, 1950, the money wage 
level rose very little. The thing which sent us off into the present price 
spiral was not union pressure on wages but the renewal of open war- 
fare. 

There is some evidence from abroad that trade unions can be 
brought to co-operate in a general program of wage and price stability. 
From the fall of 1948 until late 1950, the British Trade Union Con- 
gress exerted influence on its constituent unions to observe a policy of 
“wage restraint” and there were few increases in basic wage scales. 
This was part of a broader governmental program involving heavy 
taxation, price control and rationing of many consumer goods, food 
subsidies, restrictions on dividend payments, and other elements; and 
it was carried out by a Labour government resting mainly on trade 
union support. Much the same situation existed in Sweden from mid- 
1948 until late 1950. The unions co-operated with the Social Demo- 
cratic government in a “wage stop” designed, in conjunction with other 
economic measures, to maintain a level price plateau. 

In both countries actual earnings continued to creep upward despite 
the fixity of wage schedules. Employers, faced with an extremely 
tight labor market, continued to compete for labor by paying over the 
union scale, giving individual “merit increases,” setting loose time 
standards on piece work, and so on. It should also be noted that in both 
countries the wage restraint policy was abandoned toward the end of 
1950. It was abandoned, not because of union intransigence, but be- 
cause it was part of a larger stabilization program and could not be 
maintained alone when other elements of the program had crumbled. 
Because of the impact of currency devaluation, the Korean war, and 
other events, prices in both countries had begun to advance rather 
rapidly by the end of 1950. Union leaders were clearly no longer in a 
position to urge restraint on their members, and substantial increases 
in wage scales occurred in the spring of 1951. 

The evidence suggests that the operation of union institutions de- 
pends very much on the economic and political context, and that broad 
generalizations are likely to be misleading. Strong unionism is poten- 
tially capable of operating as an inflationary force, but it apparently can 
also operate in the opposite way. The task of statesmanship is to define 
and develop conditions under which unionism will operate in a stabiliz- 
ing direction. 

II 


The first problem of analysis to which I wish to direct attention is 
the consequences of a general increase in the money wage level. There 
will certainly be price effects. Will there also be employment effects 
and, if so, in what direction? 
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It is surprising that the extensive discussion of this problem over the 
last fifteen years has produced so little in the way of settled conclu- 
sions. In the first flush of Keynesian enthusiasm many economists, 
impressed with the discovery that the money wage level did not alone 
determine employment, pushed the argument to the point of saying 
that the wage level probably had little effect on employment. There 
developed almost a vested interest in asserting the unimportance of 
wages. More recently, there has been a growing inclination to believe 
that money wage changes can have an important effect. The direction 
of the employment effect, however, depends on structural features of 
the model used; and there is no way of choosing among models except 
on the basis of empirical evidence which we do not have. This is a basic 
difficulty, which I am certainly not going to overcome at this time; but 
perhaps my “hunches” will stimulate or annoy a few people into gath- 
ering some evidence. 

Suppose now that we have a general increase in the money wage 
level, occurring at a time of substantial underemployment, and that 
this is offset immediately by price increases. How may this change in- 
fluence the level of employment? At least seven ways may be dis- 
tinguished :° 

1. It may alter the volume of real investment. If expectations are 
elastic and businessmen are led to expect further price and wage in- 
creases in the future, they will probably try to accumulate inventory 
and may even place larger orders for equipment and plant construc- 
tion. In the early stages of a recovery movement, it is reasonably safe 
to assume that business expectations are elastic and that this effect on 
employment will be positive. 

2. It may raise the rate of interest, which in turn may tend to 
restrict investment and to stimulate saving. Under our present mon- 
etary institutions and policies, however, the effect on interest rates will 
probably be small; and even if it were significant, it is doubtful 
whether the repercussions on savings and investment would be very 
important. 

3. By raising the domestic price level, it may reduce the export bal- 
ance, with a consequent adverse effect on employment. This effect is 
less important for the United States than for most other countries but 
is still of some consequence. 

4. Given a progressive income tax, it will raise government tax re- 
ceipts more than proportionately to the increase in the wage-price 
level. This will increase the budgetary surplus and have an adverse 


* This analysis draws heavily on the excellent article by James Tobin on “Money Wage 
Rates and Employment,” in The New Economics, S. E. Harris, Editor (Knopf, 1947), 


pp. 572-587. 
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effect on employment. This assumes, of course, that Congress is willing 
to leave tax rates unchanged at a time of budget surplus, which may 
not be realistic. 

5. If prices do not adjust fully to the wage increase or if the adjust- 
ment is delayed, there may be some substitution of other factors for 
labor in production which will tend to reduce employment. There is 
good reason to think, however, that prices will adjust quite rapidly and 
that the substitution effect will not be important. 

6. There may be an effect on the real demand for consumption 
goods. If consumers take account of the reduced real value of their 
accumulated savings, they may wish to save a larger percentage of in- 
come on this account (the “Pigou effect”). If they expect wages and 
prices to keep on rising and real savings to shrink further, this effect 
should be intensified. On the other hand, if they expect prices to rise 
further, they may wish to engage in inventory accumulation. Thus on 
balance the consumption function may either rise or fall. This effect 
is probably important, but until we have more empirical evidence, it is 
difficult to judge in which direction it will operate. 

7. There is, finally, the possibility of some redistribution of income 
as a result of unevenness of price movements. There will be a redis- 
tribution away from entrepreneurial income toward labor income if 
some prices fail to rise; or if wholesale and retail prices rise only 
enough to maintain a constant absolute margin of profit rather than a 
constant percentage margin; or if the adjustment of prices is complete 
but occurs only after a considerable time lag. My guess is that in the 
early stages of a recovery movement the adjustment of prices will be 
quite complete and quite fast; so that redistribution of this sort will 
not be very important. There will, of course, be some lag in the dis- 
bursement of higher dollar profits to stockholders and other owners. 
This temporary increase in business savings will be unfavorable to 
employment. 

There will also be a redistribution of real income away from fixed 
income groups toward other groups. The effect of this is difficult to 
judge. The fixed-income category includes everything from wealthy 
investors to old people living at a subsistence level on a government 
pension. There is no basis for estimating whether the marginal pro- 
pensity to consume for this group is above or below that of the general 
population. 

Agricultural prices are likely to overadjust to an upward movement 
of wages and industrial prices because of speculative motives combined 
with short-run fixity of supplies, in which case there will be a re- 
distribution of income to farmers at the expense of the urban popula- 
tion. While farmers’ marginal propensity to consume seems to be below 
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that of urban people, their marginal propensity to spend may well be 
higher, because most of the savings find their way back rather directly 
into farm improvements. 

Where does one come out from such a catalogue of the possible 
consequences of a general wage increase? The main moral is that we 
need more knowledge of the anatomy of the system: the nature of 
businessmen’s and consumer’s expectations, the speed and extent of 
price adjustments to cost changes, the consumption functions of sub- 
groups in the population, and so on. This would give us a basis for 
attaching quantitative weights to the effects listed above and predicting 
the direction of certain effects on which we now have to be vague. 
Until this has been done, we can say only that there will be positive 
as well as negative effects on employment and that the net effect is in 
doubt. My guess is that the net effect would not turn out to be strik- 
ingly large, but I would still like to know rather than guess. 

The discussion thus far has been couched in terms of wage increases 
during a recovery movement where considerable unemployment still 
exists and output increases are possible. How different is the situation 
at a time of high-level employment? A general wage increase can no 
longer have a large positive effect on employment. Is there greater 
likelihood of its having a negative effect as full employment is 
approached? 

It used to be argued that, as one approaches a cycle peak, price 
increases to cover costs become progressively more difficult. Costs tend 
to encroach on prices, profit margins narrow, until at some stage 
employers will begin to cut back production schedules. I have never 
been very clear concerning the basis of this argument, unless it rests 
on the assumption that money supply is fixed or that the monetary 
authgrities will intervene to raise interest rates and restrict credit when 
an expansion has reached a certain stage. Given the elasticity of money 
supplies and the low-interest policy which exists at the present time. 
why should price adjustments become more difficult as one approaches 
(or passes) full employment? Why should costs encroach on prices? 
Is there any statistical evidence that they actually do so? 

I see little reason why an autonomous wage change could not produce 
a compensating price change about as readily at high employment as 
at low employment. It may be argued, of course, that price increases 
are themselves dangerous to maintenance of high employment. A long 
continued wage and price rise may produce a growing conviction 
among businessmen that the price investment will be reversed. This 
may cause a decline in investment, particularly inventory investment. 
and a consequent decline in employment. 

This line of reasoning makes the downturn depend on a worsening 
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of business expectations as an expansion proceeds. But will this worsen- 
ing occur any earlier—in terms of calendar time—during an expansion 
accompanied by a rising price level than it would during an expansion 
with stable prices? Further, can one show that the price increases 
which occur in the later stages of a cycle upswing are typically wage- 
induced rather than demand-induced? Both questions would have to 
be answered in the affirmative before one could hold wage policies 
responsible for the relapse in employment. 

Let us turn now to an issue which, while it has had less attention than 
the problem just considered, is almost certainly more important in 
practice. This is the role of wages in a continuing inflationary move- 
ment induced from the demand side. While an autonomous wage in- 
crease is certainly capable of starting an inflationary movement, one 
would probably find few cases in which this has actually happened. 
A general price rise typically takes off from an increase of money 
demand, generated by a rise in investment schedules, and impinging on 
product markets which are characterized in greater or less degree by 
administered prices, short-run fixity of supplies, and speculative in- 
fluences. Wages become involved in the process at an early stage, how- 
ever, and from then on one is faced with a continuous and mutually 
reinforcing series of wage and price increases, during which one can 
no longer make any empirical separation of cause and effect. Wage 
increases are always alleged (by union officials) to result from prior 
price increases, while employers use the wage increase as justification 
for their next price adjustment. How can one disentangle such a proc- 
ess? To what extent, if at all, can one say that the wage rise which one 
observes in a period such as 1945-48 is the “cause” of the price rise 
during this period? How does the behavior of wages affect the speed 
and duration of the inflationary movement 

Suppose that a system in equilibrium is hit by an inflationary 
shock which generates price increases. If wages are held rigid as 
prices rise, there will be a transfer of real income from wages to profits. 
This will tend to close the inflationary gap, provided the marginal rate 
of spending from profits (that is, the amount spent for consumption 
by business owners from the portion of profits disbursed to them, plus 
the amount reinvested from retained carnings) is less than the marginal 
propensity to consume of wage earners. Since the inducement to 
invest is likely to be strong during an inflation, this condition may not 
be realized and the shift to profits may not have any direct “braking” 

*For recent discussions of this problem, see James Duesenberry, “The Mechanics of 
Inflation,” Review of Economics and Statistics, 1950, pp. 144-149; and Franklyn D. Holz- 
man, “Income Determination in Open Inflation,” in the same Review, Vol. 32, pp. 150-158. 


See also the earlier discussion by T. Koopmans, “The Dynamics of Inflation,” Review 0} 
Economics and Statistics, 1942, pp. 53-65 
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effect. Because of the relative levels of corporate and personal income 
taxes, however, an increase in profits will add more to tax receipts than 
will the same increase in wage payments. A shift to profits thus tends to 
check inflation by this route—provided always that we leave Congress 
out of the model by assuming tax rates unchanged. 

The common-sense view that wage rigidity would help to check an 
inflation is thus probably justified. If so, wage increases in response to 
price increases are a cause of continuing inflation in the sense that, if 
they did not occur, the inflation would eventually come to a halt. This 
does not say that one should actually try to hold wages stable during 
inflation. This raises policy considerations which will be discussed 
briefly at the end of the paper. Workers and union leaders will certainly 
argue that wages should rise at least as much as prices have risen, and 
in practice wages always will rise in greater or lesser degree. 

The effect of efforts to raise the wage level will depend on the size 
of the increases secured and on the frequency with which wage adjust- 
ments are made. On the first point, the more successful workers are 
in matching each price increase with a wage increase, the higher will 
probably be the new equilibrium price level. Except in extreme cases 
(explosive models) which seem unlikely to occur in practice, a new 
price equilibrium will eventually be reached. Even if wages keep pace 
fully with prices, the inflation will come to a halt—mainly because of 
the nature of tax structures, possibly aided by a shift to profits due to 
increases in productivity and transfer of income from fixed-income 
groups in the economy. (This last point helps only to the extent that 
profits are retained unspent in the firm or added to government tax 
receipts, and so is somewhat conjectural.) If wages fail to adjust fully 
to prices, an additional brake is created, which will bring the inflation 
to an end at a lower price level. 

The frequency with which wage adjustments are made—the number 
of calendar months which correspond to a “period” in the theoretical 
models—will influence the time shape of the inflation. If adjustments 
are very frequent, prices will rise rapidly and steeply toward the new 
equilibrium level. If adjustments are infrequent, the price movement 
will be slower and extend over a longer period. It might be argued that, 
since the new equilibrium level is the same in either case, it is a matter 
of indifference whether the adjustment to it is fast or slow. It might 
even be argued that a fast adjustment is preferable, on the principle of 
“let’s get it over with as soon as possible.” I would not agree with this 
line of reasoning, however, and would see some advantage in spreading 
out the inflation over a considerable period. This creates less disturb- 
ance to expectations and less danger of a relapse in prices and employ- 
ment. It also makes it more likely that the inflation will eventually 
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come to an end, not by the initial impetus working out its full effects 
and a new equilibrium being reached, but by a deflationary shock 
hitting the system and checking or reversing the expansion. Thus one 
comes out in practice with a lower price level than would be reached 
under very rapid adjustment. 

The pure models of an inflationary movement if taken seriously 
would be quite alarming. A relatively small initial shock can produce 
an inflation extending over many “periods” and ending up with 
a price level several times that from which one started. Why does one 
not see this sort of thing actually happening in the United States? 
The reason is partly that there are enough lags in the system so that, 
before an inflationary impetus has worked out more than part of its 
effect, a turn in the economic situation supervenes and halts the move- 
ment. This is fortunate since it makes, among other things, for a much 
slower secular increase in price levels than would occur if adjustment to 
each inflationary shock were instantaneous. Thus it seems desirable to 
build into the system whatever lags one can—wage lags included. This 
means that workers will suffer periodic though temporary cuts in real 
wages during an inflationary period. I am not sure that this is too much 
to expect as labor’s contribution to checking price disturbances which 
are likely to result, after all, from our doing too good a job of guarantee- 
ing full employment. From a psychological standpoint, full adjustment 
of wages with considerable lag is probably more palatable to workers 
than incomplete adjustment with a shorter lag—even though these 
may have a similar effect in retarding an inflation. 

It should be repeated that the actual impact of unionism is not at all 
clear, because we know so little about the speed of wage adjustments 
under nonunion conditions. I would guess that conventional “one con- 
tract a year” unionism results in a longer wage lag than one would have 
without a union and may thus be regarded as a structural improvement 
in the system. Contracts providing for quarterly adjustment of wages 
to retail price changes, on the other hand, may involve a wage lag 
shorter than in preunion days and in any case too short for comfort. 

I want now to comment very briefly on one or two questions of wage 
policy. The most difficult problems arise during a period of price in- 
flation above full employment. Much depends here on the source of the 
excess demand. If the inflation is propelled by a high private propensity 
to invest, one can fall back on the conventional view that the proper 
course is to restrict investment by monetary-fiscal policies and that to 
take hold of the situation from the wage side is wrong. Suppose, how- 
ever, that the inflation arises from a sudden increase in military 
expenditures which are considered essential to national safety. If the 
increase is large and if it occurs at a time of high employment, then 
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not only will aggregate real consumption decline but the real con- 
sumption of wage earners will have to decline as well. What is the 
proper course for money wage rates in such a situation? 

One could, I believe, make out a case that wage rates should rise 
somewhat less than prices, particularly in view of the fact that earnings 
will go up faster than basic wage scales and can keep up with prices 
even if rates do not. This policy would be difficult to “sell” to workers 
and union leaders, however, unless at the same time strong measures 
were taken to restrain the advance of profits and farm incomes. A 
second and more likely policy is to allow wages to rise at the same 
rate as the price level. This will not permit workers’ real incomes 
to be maintained, of course, for their consumption will still have to 
be reduced somewhat by taxation. The fall in workers’ consumption, 
however, will be less under this policy than under the first, because 
more of the aggregate decline in consumption will be shifted to fixed- 
income groups, A third policy, toward which we seem to be moving at 
present, is to allow wage rates to rise more rapidly than prices on the 
ground that labor productivity is increasing. This policy, while it would 
clearly be appropriate in a normal cyclical upswing, seems much harder 
to justify at a time when consumption levels are perforce falling. 

Perhaps as important as policies concerning the size of wage increases 
are policies concerning the frequency of increases. For reasons sug- 
gested earlier, one should try to avoid overrapid adjustment of wages to 
price changes. Cost-of-living escalator clauses serve a useful purpose 
in smoothing the course of industrial relations. From a stabilization 
standpoint, however, a wage adjustment every six months is better than 
one every three months, and adjustment once a year would be still 
better. 

If and when we get free of the problem of armaments inflation and 
back to a world in which we have only to worry about “normal” cycle 
swings, I suggest that our wage problems will be very much simplified. 
During cyclical upswings, one is likely to have a gentle upward drift 
in price levels. One should expect that wages will not merely keep up 
with the retail price index but outstrip it by a moderate amount to take 
account of rising productivity. Sudden and large increases should be 
viewed with suspicion, however, and one should be especially skeptical 
of arguments that they will contribute materially to the rise in employ- 
ment. 

During a decline from full employment, it is probably advantageous 
for most wage rates to remain unchanged, with some latitude for wage 
reductions in the flexible-price sectors of the economy and in industries 
where wage-price reductions may be expected to stimulate investment. 
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Even if some wage rates are cut, the decline in retail prices is likely to 
be sufficient to permit a normal rate of increase in real wages. 

In terms of these standards, I would judge that the prospective per- 
formance of our economy is reasonably satisfactory. It certainly seems 
premature to assert that collective bargaining will make sensible wage 
behavior impossible in the future. It is quite possible that desirable 
wage behavior may be furthered by extension of union organization, 
stronger central government within individual unions, greater centrali- 
zation within the labor movement as a whole (A.F.L.-C.1.0. merger), 
and a larger role for labor in formulating national economic policy. I 
realize that this prospect alarms many people, who would prefer to 
dream about some sort of atomization of the economy and to deplore 
the trend of the times. But I doubt that there is any door open into the 
past, which may not have been as pleasant anyway as we now imagine. 


DISCUSSION 


Rozert A. Gorpon: Professor Hansen makes two valid and important 
points. First, business cycle theory should be part of a system of economic 
dynamics that inciudes the study of long-run growth as well as short-run 
fluctuations. He is right in criticizing some of the older theories—as well as 
current econometric models—for not doing this. Hansen’s criticism applies 
particularly to those who did not in their theories give primary emphasis to 
the forces influencing the behavior of long-term investment—for example, 
Mitchell and Hawtrey. Among those who did pay particular attention to the 
behavior of long-term investment, Hansen’s criticism would perhaps apply 
most to Hayek and others of the Austrian School. It would apply much less 
to Tugan-Baranowsky, Spiethoff, and Cassel. It would apply not at all to 
Schumpeter nor, I think, to D. H. Robertson. 

Hansen’s second main point lies in the emphasis which he places on tech- 
nological change and on the role of autonomous investment in the process 
which generates both long-run growth and shorter-term fluctuations. Tech- 
nology enters into his dynamic model in two ways. First of all, it creates 
spurts in investment which touch off the multiplier-accelerator “response 
mechanism”; secondly, technology modifies this response mechanism. By 
constantly changing the marginal capital-output ratio, it causes the size of 
the accelerator to change; and the size of the multiplier may also be af- 
fected. He criticizes those cycle models which treat investment as being 
wholly or chiefly induced by changes in output working through an unchang- 
ing accelerator. And here again Hansen is quite right. No observer of eco- 
nomic development in the Western World can help but be impressed by the 
importance of technological change in influencing both the long-run rate of 
growth of output and the course of business cycle fluctuations. We shall not 
learn much about business cycles by treating technological change as a 
random disturbance, as does Tinbergen, by ignoring it, as (in effect) does 
Harrod, or by adopting Hicks’s expedient of assuming that technology results 
in a level of autonomous investment which expands continuously at a more 
or less constant rate. 

With this much of Professor Hansen’s paper I can express agreement. 
However, I find myself forced to take exception to most of the other things 
that he says, and my objections extend to some of the implications of his 
paper which are not explicitly developed. 

To begin with, I wish Professor Hansen had chosen a different title. I am 
sure that he does not want us to take the present one literally. To preface his 
paper with the heading, “Toward a Dynamic Theory of the Cycle,” is to 
imply that in some meaningful sense business cycle theory has thus far not 
been dynamic. A nondynamic theory is presumably a static one. But certainly 
Professor Hansen does not mean this. What he seems to mean is not that 
cycle theory must for the first time become dynamic, or not even that it 
should become more dynamic than before. Rather, business cycle theory 
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should not concern itself merely with the study of endogenous models, based 
on a system of lagged responses, which generate only oscillations. What we 
need is not a cycle theory which will explain only short-run fluctuations but 
a broad theory of economic dynamics, of which cycle theory would be a part, 
which would explain how both growth and cyclical fluctuations emerge from 
the interaction of the same set of underlying forces. But there is nothing 
new in this idea. This is, for example, the basis of Schumpeter’s theory of 
economic development. I have tried to express the same idea in my forth- 
coming volume on Business Fluctuations (Harper, 1952) as follows: “Long- 
term forces operate upon an economic structure containing certain elements 
of short-run instability; the interaction of these two sets of forces creates 
simultaneously the fluctuations that we call business cycles and the longer- 
run movements that we observe beneath the short-run changes.” It is true, 
however, that, with some notable exceptions, the study of economic growth 
has tended to be neglected in the literature on business cycles. 

I confess that I find Professor Hansen’s discussion of dynamics in the 
early part of his paper somewhat confusing. In his opening pages he infers 
that a truly dynamic theory must, among other things, deal with the element 
of expectations. Yet in the main part of his paper, where he sketches the 
outlines of a supposedly “dynamic theory of the cycle,” he throws expecta- 
tions out the window. He is willing to accept the mechanical interaction of 
the multiplier and the accelerator—following Hicks, Harrod, and other model- 
builders—-in a way which leaves no room for the changing expectations of 
businessmen, investors, and consumers. He assumes that technology may lead 
to changing values for the accelerator and perhaps for the multiplier, but the 
independent influence of expectations is not considered. 

I come now to my major complaints against Professor Hansen’s paper. 
His title leads us to expect a contribution to business cycle theory. True, he 
makes the excellent point that business cycles emerge, at least in part, out of 
a growth process centering around technological change and the behavior of 
autonomous investment. This is certainly correct and certainly important- 
but scarcely new. His theory also implies at least a partial theory of the 
lower turning point—based on the idea of spurts in autonomous investment 

although this is not integrated with what he has to say about the multiplier- 
accelerator process. Beyond this, Hansen offers us only a version of the 
Samuelson-Harrod-Hicks model, based on the interaction of the multiplier 
and the accelerator, to explain the cumulative process and the upper turning 
point. His one contribution here is to point out that, because of the influence 
of technology, we must not assume an unchanging accelerator. To my mind, 
this is not an advance but a.step backward from the position he had taken 
in his earlier writings. 

I regret in particular to note the increased emphasis Hansen has come to 
place on the short-run working of the acceleration principle, which has had a 
siren’s attraction for cycle theorists working with simple aggregative models. 
In Fiscal Policy and Pusimess Cycles, published in 1941, Hansen expressed 
skepticism as to the value of the acceleration principle in explaining cyclical 
fluctuations in investment (for example, pages 282-284). The emphasis was on 
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the creation and exhaustion of investment opportunities resulting from tech- 
nology and population growth. A decade later, in Business Cycles and Na- 
tional Income, greater significance was attached to the acceleration principle, 
though the periodic exhaustion of investment opportunities still played an 
important role in his explanation of why major cyclical expansions eventually 
end. In the present paper, the accelerator seems to have pushed autonomous 
investment off the stage completely at the upper turning point. The expan- 
sion ends because of the ceiling imposed by the size of the labor force, if the 
accelerator and multiplier are large enough to carry the economy that far. 
This is the model that has been adumbrated by Harrod and so elegantly 
elaborated by Hicks. We are not told what ends the expansion phase if 
some combination of a small amount of autonomous investment and low 
values for the accelerator and multiplier fail to lift total output up to the 
ceiling. Do we then get a series of damped cycles, resulting from the accelera- 
tor-multiplier process, which would die out but for the disturbing effect of 
new bursts of autonomous investment? This is the possibility that Hicks 
rejected. More important, neither the “ceiling” nor the damped-cycle alter- 
native carries any important degree of plausibility as an explanation of the 
cycles of experience. At best, this kind of simplified model-building is sugges- 
tive. But it is no more likely to give us a useful theory of business cycles 
than the econometric models concerning which Hansen voices such skepticism. 

This paper leaves us completely in the dark as to how autonomous invest- 
ment behaves once the expansion begins. Although this is “dynamic analysis,” 
the time dimension of this important variable is missing. Is autonomous in- 
vestment influenced by the course of the expansion; does its level rise, fall, 
or remain constant as the expansion proceeds? Are we to assume that the 
expansion may end not only because of the effect of the ceiling on the 
accelerator but also because of an “exhaustion of investment opportunities”? 
We can reconstruct at least partial answers to some of these questions from 
Professor Hansen’s previous writings, but not from his present paper. 

My final criticism is my most important one. It is directed not only at 
Professor Hansen but at many other builders of simple aggregative models 
which purport to explain how the economy generates the cumulative fluctua- 
tions we call business cycles. It is a strong protest against the assumption 
that, in Hansen’s words, “the internal response of the system” is “essentially 
the multiplier-accelerator interaction.” I do not see how this statement can 
be accepted. The response mechanism of the economy is infinitely more com- 
plex than this. We cannot ignore the complex and changing pattern of price 
and cost relationships, the relative behavior of the components of total output 
and total investment, the role of expectations, the impact of liquidity con- 
siderations, the factors affecting replacement expenditures by consumers and 
businessmen, and so on and so on. 

Professor Hansen makes an important point when he argues that external 
influences can cause significant changes in the response mechanism of the 
economy. But he spoils his point by simplifying the response mechanism be- 
yond all recognition. In this respect, I must admit, he is in distinguished 
company. 
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It seems to me that any theory of economic dynamics that emphasizes 
the role of technology must pay much more attention than has so far been 
the case to the behavior of the components of total investment. The impact 
of technology is felt directly through particular industries and particular 
types of investment. I submit that ordinarily the reason investment booms 
end is not because a decline in the rate of expansion in total output requires 
a decline in total investment. Insofar as the cause of the downturn lies in 
the behavior of investment, the difficulty is much more likely to be that the 
rate of investment in one or more particular lines cannot be indefinitely 
maintained. I heartily subscribe to Rostow’s suggestion (in “Some Notes on 
Mr. Hicks and History,” published in the June, 1951, American Economic 
Review, pages 322-323) that the main difficulty may not be “an inappro- 
priate total level of investment in relation to the rate of economic progress, 
but an inappropriate balance of investment in relation to the pattern of eco- 
nomic progress and its technical possibilities.” It is true, for example, that 
the level of total investment in the United States in the late twenties could 
not be maintained indefinitely. But this was not simply because total output 
was not expanding rapidly enough. It is difficult to conceive of any rate of 
increase in total consumption or total output which would have maintained 
investment in a number of sectors at the rate which had been reached before 
the turning point. It could scarcely be argued, for example, that a more rapid 
expansion in total output could have prevented for very long, if at all, 
a decline in residential and commercial building, in the automobile and 


related industries, and in other areas which had been expanding most rap- 
idly. 

I agree thoroughly with Professor Hansen that we need detailed studies of 
how technology affects the behavior of investment in particular industries. 
But these studies would be misdirected if they were carried on in an analytical 
framework that concerned itself primarily with the relation between aggregate 
investment and aggregate output and with what Hansen calls “the techno- 


logically determined accelerator-response of the system.” The response system 
of a growing economy depends on far more than a “technologically-deter- 
mined accelerator” relating total investment and total output. So far as 
autonomous investment is concerned, we must take account of all the factors 
which determine how rapidly the potentialities created by innovations are 
exploited. This is a matter not only of technology but also of the supply of 
loanable funds, of speculative psychology, of “gestation periods,” of the inter- 
action between the innovating lines and old industries, and so on. And, 
needless to say, the response mechanism of the economy involves even more 
than the manner in which the investment opportunities opened up by tech- 
nology are exploited and periodically exhausted. And here also we must deal 
with more than a few simple relationships between broad aggregates. 
Professor Hansen has suggested one realistic modification of the sort of 
oversimplified business cycle model which, to my mind, has already had more 
influence on thinking in this field than it deserves. But we need to go much 
further. I am afraid that Professor Hansen has fallen victim to the alluring 
simplicity of these aggregative models which, however dynamic they are made, 
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help us but little in understanding the complex of forces which generate both 
growth and instability. 


JosepH Suister: Since there is nothing of major importance in Professor 
Reynolds’ paper to which I take serious objection, I shall proceed to com- 
ment briefly on one theme touched upon by him; namely, the relationship 
between collective bargaining and the business cycle. 

Three prefatory points are in order here: (1) The important variable for 
purposes of business cycle analysis is not wages but unit labor costs. While 
wages are certainly the principal component of such costs, given the level of 
productivity, the role of nonwage elements in this cost category is growing 
ever more important; so much so, that in some large concerns (Esso Standard 
Oil is a case in point) the nonwage elements frequently match the wage ele- 
ment in the total computation. (2) The influence of labor costs will vary 
with the type of cycle one is considering. The impact on the so-called “Kond- 
ratieff” is one thing, on the “Juglar” another, and on the “Kitchen” still 
another—assuming one wishes to adopt this threefold classificatior. (3) The 
influence of labor costs, notably in the case of the shorter cycle, will vary 
according to whether one is analyzing production or employment or prices, etc. 
I shall be concerned primarily with the employment effect. 

To examine first the wage component of labor costs. What is the impact 
of unionism on the pattern of cyclical wage movements? The implicit assump- 
tion in the question is this: if the collective bargaining pattern is not signifi- 
cantly different from the pattern that would obtain in the absence of organiza- 
tion, then the wage influence of collective bargaining on the general level of 
employment is relatively negligible. And this in turn assumes that the wage 
patterns in a completely or dominantly unorganized labor market are con- 
sistent with maximizing employment over the course of the relevant cycle. 
I am not, of course, implying that no other conceivable wage pattern in the 
unorganized market could yield a higher level of employment; undoubtediy 
one can set up theoretical wage models which, on a logical basis, would result 
in a larger volume of employment over the cycle. I am, however, asserting 
that, given the institutions within which an unorganized labor market operates, 
the wage patterns indigenous to it do not significantly hamper the maximiza- 
tion of employment. Take, for instance, the policy suggestion made by 
Haberler and others that so-called “selective” (as opposed to general) wage 
cuts during a depression would increase employment opportunities. I do not 
dispute the logical consistency of the models underlying this policy proposal; 
nor do I, for the most part, dispute the accuracy of the premises. But with 
all that, such a policy recommendation is of little value simply because, given 
the institutional structure of the American labor market even prior to the 
spread of unionization, such selective wage cuts would simply not be feasible 
on either a private or public basis. 

The view that wage movements in the unorganized labor market do not 
significantly hamper the maximization of employment is corroborated not 
only by the fact that economists, by and large, have rarely criticized the im- 
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pact of unorganized wage movements on cyclical employment, but also— 
and more important—-by the very logic of wage determination in the un-. 
organized labor market. While it is clear from available studies’ that cy clical 
changes in wage rates in the unorganized labor market are not a function of 
purely and perfectly competitive forces impinging on the supply and demand 
functions, it is equally clear from these studies that wage changes are largely 
conditioned by the cash and profit positions of the firm. And from this it 
would seem to follow that the unorganized firm practices wage policies con- 
sistent with employment maximization, given the institutional structure 
within which business decisions are made. 

Now, then, what influence does unionism exert on cyclical wage patterns? 
It must be emphasized at the outset that a clearly demonstrable answer to 
this question is inherently impossible because of the nature of the problem. 
But useful, albeit crude, approximations are feasible, if we are to judge by 
recent studies of this question.” 

Note first, however, that insofar as the longer cycles are concerned, wage 
movements—whether they be in organized or unorganized markets—probably 
have no impact on the pattern of the cycle, simply because the long-range 
uncertainties associated with investment plans germane to such cycles com- 
pletely dwarf any feasible differences in wage policies. True, a powerful union 
movement may well influence such cycles indirectly through its political 
activity via the medium of the tax structure and other policies, not to men- 
tion some discouragement of long-range investment plans by the threat to the 
entrepreneur’s autonomous managerial authority. But all this, while impor- 
tant, is something totally different from the direct wage influence of unionism. 

For the shorter cycles, this much can probably be said about union wage 
changes on the basis of the available studies, even though these studies are 
far from definitive: during the upswing the rigidity and amplitude of union 
wage scale changes are not significantly greater than would be the case in the 
absence of unions. During the downswing, the union wage movements are 
more rigid and fall less than the nonunion scales; and the downswing dif- 
ference between union and nonunion performance is greater than the upswing 
disparity. 

All in all, then, the union wage movements over the course of the shorter 
cycle are not significantly different from those that would prevail in an un- 
organized labor market. And since, as has been argued, the wage movements 
in the unorganized market would not hamper the maximization of the general 
level of employment, it follows that insofar as wages are concerned, collec- 
tive bargaining is no more serious a threat. 


*Cf. John T. Dunlop, Wage Determination Under Trade Unions (Macmillan, 1944) 
W. R. Maclaurin, “Wages and Profits in the Paper Industry,” Quarterly Journal of Eco 
nomics, February, 1944; D. Creamer, Behavior of Wage Rates During Business Cycles 
(National Bureau of Economic Research, Occasional Paper 34); J. Shister, “A Note on 
Cyclical Wage Rigidity,” American Economic Review, March, 1944. 

*See especially the thorough investigation by H. M. Levinson, Unionism Wage Trends, 
and Income Distribution, 1914-1947 (University of Michigan Press, 1951). Also, A. Rees, 
a ar Wage Determination in the Basic Steel Industry,” American Economic Review, 

une, 1951. 
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Before turning to the nonwage elements of labor costs, a word is in order 
with regard to wage increases under full employment and inflationary pres- 
sures. It is clear that if union wage movements in full-blown prosperity are 
not significantly different from what would have been the case in the absence 
of unionism, then collective bargaining wage policies as such are not a 
significant additional institutional factor contributing to inflationary pressures. 
In fact, I would argue that, under appropriate circumstances, the pressure for 
wage increases under full employment might be less with unionism than 
without it. I am referring, of course, to centralized wage bargaining by trade- 
unions—super industry-wide units, if you will. Where the bargaining on the 
union side is thus centralized, so that organized labor is conscious of its total 
impact on inflation, it can show far more restraint and responsibility than 
when collective bargaining is conducted independently by thousands of 
separate units throughout the country; when to this factor is added the 
political rivalry among union leaders under localized and sectional bargain- 
ing, the case here presented becomes all the stronger. 

Trade-unionism has probably had a more profound influence on the wage 
structure than on movements of the wage level. Thus it has narrowed job 
differentials within the firm and has narrowed wage differences between firms 
in the same industry. The first effect has impinged mainly on productivity— 
a point to which we shall presently come. The second effect has probably had 
little influence on variations in the general level of employment, for to the 
extent that so-called “marginal firms” in the industry lose sales because of 
wage equalization, the other firms in all likelihood gain a compensating 
volume. And this is obviously quite different from the case where union wage 
scales in an entire industry may be relatively too high. For when the wage 
level in an entire industry is out of line with the rest of the wage structure 
in the economy, the reduction in consumer demand in this industry may 
well fail to be compensated by an increased demand for other products— 
notably if the initial product is in competition with savings; residential dwell- 
ing units are a case in point. And in such instances as the latter, local and 
sectional wage bargaining are frequently to blame for the distorted wage 
structure. 

Turning now to the nonwage elements of labor costs, it is clear that in this 
area there are differences between organized firms and the situation that 
would have prevailed in the absence of unionism. The very need in the bigger 
corporations for large labor relations staffs (including expensive vice-presi- 
dents in charge of labor relations) stems solely from the existence of power- 
ful unions that have negotiated contracts the administration of which is far 
from a simple matter. Again, numerous so-called “fringe benefits”—vacations, 
holiday pay, premium pay, call-in pay, etc.—are mainly the doings of a 
powerful labor movement. And in recent years the spread of costly health, 
welfare, and pension plans must be traced back to the objectives of the labor 
movement. 

In addition to nonwage elements of labor cost, productivity per man-hour 
must obviously be brought into play in order to reach a conclusion on unit 
labor costs. How, then, does productivity shape up as between the organized 
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labor market and the situation that would have prevailed in the absence of 
organization? No clearly demonstrable answer is now available, nor ever will 
be for that matter, given the nature of the problem. But certain inferences 
can be drawn from some well-known facts. 

It is clear that numerous union policies probably reduce labor productivity 
in the short run, whatever the “lifetime” impact may be.* The standard rate, 
seniority practices, make-work rules—all these, to mention only some, reduce 
relative productivity; and this even after the compensating effect of unionism 
on industrial morale is taken into account, notably because in so many lines 
of industrial activity the correlation between variations in morale and pro- 
ductivity is very low. This difference in productivity between the organized 
and unorganized market is more marked in the downswing than in the up- 
swing. Direct output restriction is a case in point: During a depression the 
unorganized worker is wary about restricting output, since the fear of being 
laid off because of inefficiency is too powerful a corrective motive. By contrast, 
the organized worker is protected, contractually and otherwise, against layoff 
because of output restriction. 

All in all, it is probably “safe” to infer that in the organized labor market 
unit labor costs are higher over the course of the short-run business cycle. 
More specifically: In the upswing, changes in organized unit labor costs are 
somewhat more rigid and of somewhat greater amplitude; in the downswing 
they are considerably more rigid and of considerably smaller amplitude. 
What, then, is the impact of these differentials on the variations in the vol- 
ume of employment over the short-run cycle? 

Since the differences in the upswing are relatively small, it seems unlikely 
that the increase in employment under collective bargaining is any less than 
would have been the case in an unorganized labor market. It is during the 
downswing that the organized unit labor costs vary most from what would 
have been the case in the absence of unionism. But whether these differences 
reduce significantly employment opportunities relative to the unorganized 
labor market is a function of the attending circumstances of the downswing 
in question. To illustrate: in a very severe downswing, with business expecta- 
tions highly pessimistic, the more rigid union labor costs may prove a blessing, 
for a greater plasticity in labor costs might merely serve to increase idle 
balances. By contrast, in a rather mild downswing in which investment plans 
of some magnitude obtain, the greater cost rigidity in the organized labor 
market may well hamper such plans, and therefore employment, by the dual 
impact on profit margins and cash positions. Again, the effect of the greater 
rigidity will vary with the product market structures in question—whether 
they be monopolistic, oligopolistic, highly competitive, etc. 

In summary: It would seem, therefore, that the cost impact of collective 
bargaining on the course of the longer cycles is almost totally negligible. 
Actually, there is enough evidence available that union policies reflect rather 
than influence the pattern of long-run economic change in this country. The 
very development of unionism itself is a reflection of the pattern of economic 


*Cf. J. Shister, “Trade-Union Policies and Nonmarket Values,” American Economic 
Review, May, 1950. 
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growth. Collective bargaining is nothing more than an adaptation, within 
limits, to the functioning of the capitalistic engine. Where trade-unionism 
reaches out into the political sphere, it is only because it finds that this eco- 
nomic engine no longer operates satisfactorily from the viewpoint of the so- 
called “working class.” And where such political influence becomes significant, 
then of course it is accurate to argue that unionism affects the pattern of 
economic growth; but in this country we are not yet in the “political stage” 
of unionism by a long shot, whatever the future may hold. 

Insofar as the shorter cycles go, the cost impact of unionism on the increase 
in employment during the upswing is probably not significantly different 
from what would obtain in unorganized labor markets. In the downswing, on 
the other hand, the labor cost pattern entailed by collective bargaining can, 
under certain conditions, entail more severe unemployment than would be the 
case in the absence of unionism. And all the preceding comments are true even 
after the substitution effect between capital and labor is taken into account. 
For the studies now available,* while not definitive, point to the conclusion 
that neither direct substitution nor the search for laborsaving machinery is 
greatly accelerated by union pressure on costs. 

A concluding word of caution is in order. It does not follow from what has 
been said that trade-unionism will have the same relatively small impact on 
the course of the business cycle in the future as it has had thus far. For 
unionism has more than a cost facet; it also has a political potential. Now, 
should this political influence in the nation state become powerful enough 
over time (a not unlikely occurrence), then unionism can materially influence 
the tax structure, the distribution of income, the pattern of incentives, etc., 


and such changes—should they occur—can drastically reorient the course of 
both major and minor business cycles. Paradoxical as it may sound, there- 
fore, organized labor’s greatest economic potential is its political potential. 


*See especially Gordon F. Bloom, “Unions and Technological Progress” (unpublished 
doctoral dissertation, Harvard University, 1946). 
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ASSET HOLDINGS AND SPENDING DECISIONS 


By James ToBin 
Yale University 


A striking characteristic of recent discussion of monetary theory 
and policy has been the revival of interest in holdings of assets as 
determinants of the flow of spending. This revival followed a period 
during which the flow of spending was taken to depend almost ex- 
clusively on other flows—principally, of course, on income. One 
avenue of influence for asset stocks was even then kept open as a 
theoretical possibility, but its empirical importance was often con- 
sidered small. This was the effect of the stock of money on spending via 
the interest rate. Since the war the fashion of dismissing interest rates 
as negligible factors in the spending decisions of households and busi- 
ness firms has waned, especially if the term “interest rates” is not 
interpreted literally but taken to cover the other dimensions of credit 
contracts. The faith of earlier monetary theorists, including Keynes, 
in the importance of interest rates has acquired renewed strength. 
Parallel to this development has been another one, logically quite 
distinct. This is the proposition that, whether or not spending is sensi- 
tive to interest rates, asset holdings have a direct influence on effective 
demand. It is with this proposition, in its several variants, that I 
shall be principally concerned in this paper. 

In Part I of the paper, alternative microeconomic and macroeconomic 
hypotheses concerning the dependence of spending on asset holdings 
will be stated. In Part II the implications of these hypotheses for mone- 
tary theory and policy will be examined. In Part III the plausibility of 
these hypotheses will be considered. In the concluding part, an attempt 
will be made to state, in brief and general terms, a hypothesis which is 
free from the objections which can be raised against the propositions 
under review but captures their essential meaning. 


I. Alternative Hypotheses Relating Spending to Asset Holdings 


Here, as elsewhere in economics, it is essential to distinguish micro- 
economic hypotheses, concerning the behavior of individual households 
or firms, from macroeconomic propositions, concerning the whole 
economy. Relationships postulated among aggregate variables, unless 
they are identities, depend on some assumptions regarding the behavior 
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of basic economic units. These assumptions are not always made 
explicit by aggregative theorists, but it is nonetheless necessary to 
examine them in order to judge the plausibility of the corresponding 
macroeconomic hypotheses. 

I shall list alternative microeconomic hypotheses first, and then 
consider their aggregative counterparts. I shall concentrate attention 
on hypotheses concerning the consumption spending behavior of house- 
holds, but for the most part these hypotheses have analogues concern- 
ing the investment behavior of firms. The hypotheses differ from each 
other mainly in the stock variable to which the flow of current spending 
of a household is related. 

Hypotheses Concerning the Behavior of Individuals. In each case, 
it should be remembered, the relationship of spending to asset holdings 
is a partial one, on the assumption that income, prices, interest rates, 
and other determinants of the household’s spending decisions are con- 
stant. Each hypothesis, moreover, makes the basic assumption that 
there is no “money illusion” in household demand and that the func- 
tions determining that demand in physical units are homogeneous of 
order zero in all their variables of monetary dimension: money income, 
prices, and the value of the relevant stock of assets. It follows that a 
proportionate reduction of prices and money income with the money 
value of the appropriate stock of assets constant has, under each hy- 
pothesis, the same stimulating effect on real demand as an increase in 
the value of the asset holdings with money income and prices constant. 
It is the real value of the household’s asset holdings—the volume of 
consumption goods which they could buy—which, with real income 
and interest rates given, is supposed to determine real spending. 

a) Cash Balances. The first suggestion is to insert into the demand 
functions of a household its holdings of cash, on the hypothesis that, 
ceteris paribus, its total spending will be larger the larger its cash 
balances. Cash balances are taken to include holdings of currency, 
demand deposits, and possibly also time deposits. 

This hypothesis must be carefully distinguished from what is 
virtually its opposite, which has long been generally accepted; namely, 
that the cash holdings of a spending unit depend, at least in part, on 
the amounts and the synchronization in time of its income and expendi- 
tures. This traditional explanation of the demand for cash treats cash 
balances as a dependent variable, subject to the decision of the spending 
unit. The hypothesis under review treats the same variable as an 
independent determinant of other decisions of the spending unit. 

b) Liquid Assets. Since the war there has been widespread accept- 
ance of the proposition that the spending of a household is directly de- 
pendent on its holdings of liquid assets. The strength of postwar 
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demand has been widely attributed to the large accumulation of liquid 
assets during the war. A symptom of the popularity of this hypothesis 
is the interest of the Survey Research Center and the Federal Reserve 
Board in obtaining annual data on the liquid asset position of house- 
holds and the widespread use of these data in assessing current eco- 
nomic prospects. 

The category “liquid assets” is variously defined, and it is easier 
to list the types of assets selected for inclusion than to state the princi- 
ple of selection. But for households, the category is essentially meant 
to include in addition to cash balances all obligations of banks (savings 
banks and savings and loan associations as well as commercial banks ) 
and of the federal government which can be turned into cash on demand 
at an established price. The concept loses precision as soon as one 
asks such questions as whether an asset with an established redemption 
value in one month but a price subject to the whims of the market 
meanwhile qualifies as liquid. But such quibbling need not detain us. 
The meaning of the hypothesis is clear. It is the cash balances hy- 
pothesis a extended to recognize the existence of assets virtually indis- 
tinguishable from cash. 

c) Net Worth. A third hypothesis relates the spending of a house- 
hold to its net worth: the value of its assets of all kinds less its total 
indebtedness. The proposition is that the greater the value of a house- 
hold’s accumulated savings, the greater will be its current consumption 
spending. The stimulating effects of asset holdings are not confined 
to any particular class of assets; and to debt is attributed a symmetrical 
depressing influence. The hypothesis implies that the composition of 
a household’s wealth does not matter, that only its total value has 
significance for spending decisions. 

The treatment of durable consumers’ goods presents a problem for 
the net worth hypothesis. The value of these goods is surely a part of 
a household’s wealth. But if outlay on these goods is, according to 
conventional practice, counted as consumption spending, this is one 
component of wealth which appears to have a negative instead of a 
positive effect on spending. This suggests that the categories ‘“con- 
sumption” and “saving” appropriate to the net worth hypothesis are 
different from the conventional ones. 


Aggregative Hypotheses. 

A. The Quantity of Money. The aggregative counterpart of a—the 
cash balances hypothesis for individuals—is simply the hypothesis that 
total spending will, other things being equal, vary directly with the 
quantity of money. This aggregative hypothesis cannot be derived 
from either of the other two microeconomic hypotheses. 
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The quantity of money hypothesis is often associated with the 
quantity theory, although it neither implies nor is implied by that 
theory. (A believer in the quantity theory need not assert that assets 
have anything to do with spending; he need only claim that the demand 
for cash balances is interest-inelastic. Similarly, a believer in the present 
hypothesis need not believe that the ultimate effects of an increase in 
the quantity of money are those described by the quantity theory; he 
need only claim that one of the proximate effects will be to increase 
consumer spending. ) 

In his original exposition of what has come to be called “the Pigou 
effect,” Pigou assigned a strategic role to the quantity of money. But, 
as he made clear later, this was not his real meaning. Evidently Pigou 
at first conceived the proposition that aggregate spending is positively 
related to the total quantity of money to be based on the proposition 
that the demand of that convenient Cambridge being, the “representa- 
tive man,” varies directly with the “value of his possessions.””* That is, 
his hypothesis about individual behavior was evidently not a but c. But 
Kalecki was quick to point out that the public is the debtor as well 
as the creditor of the banking system.’ In his later article, Pigou 
amended his position to make the strategic variable not the total 
quantity of money but that part of it in excess of private indebtedness 
to the banks. This amended hypothesis does not follow from either a 
or c, and doubtless what Pigou really intended is the variable defined 
by Patinkin, which will be discussed below under C. 

B. The Quantity of Liquid Assets. Similarly the aggregative counter- 
part of 5 is simply the hypothesis that total spending will, other things 
being equal, vary directly with the total value of private holdings of 
liquid assets. Significance in the determination of total spending may 
also be attached to the size distribution of liquid asset holdings among 
individuals and to their distribution among income classes. 

C. Net Private Balances. This hypothesis, due to Patinkin,* relates 
private spending to the excess of private assets over private liabilities, 
excluding from private assets equities in physical goods. Net private 
balances correspond to the net indebtedness of the government, both 
interest-bearing and noninterest-bearing. Under American institutions, 
the variable is roughly equal to the monetary gold stock plus Treasury 
currency and interest-bearing federal debt held outside the federal 
government, whether by Federal Reserve banks, commercial banks, or 

*A. C. Pigou, “The Classical Stationary State,” Economic Journal, 1943, pp. 343-351; 
“Economic Progress in a Stable Environment,” Economica, 1947, pp. 180-190. 

*M. Kalecki, “Professor Pigou on ‘The Classical Stationary State—A Comment,” Eco- 
nomic Journal, 1944, pp. 131-132. 


*Don Patinkin, “Price Flexibility and Full Employment,” American Economic Review, 
September, 1948, pp. 543-564. 
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others. The definition presents certain problems. What about state and 
local government debt? What about federal debt held by social security 
accounts? But there is no need here to enter into the refinements of 
the calculation of net private balances.* 

This aggregative hypothesis follows from c—the net worth hypothesis 
for individuals—on the following assumptions: (1) that the stock of 
privately-owned physical assets remains constant, and (2) that the 
marginal propensity to spend with respect to net worth is the same for 
individuals in different financial circumstances. The first assumption 
confines possible variation in the community’s total real wealth to 
changes in the real value of net private balances. It is one of the as- 
sumptions of the static, short-run, Keynesian model and consequently 
is an appropriate one to make in exploring the implications of the net 
worth hypothesis for the workings of that model. The second assumption 
enables the distribution of wealth to be omitted from consideration. 

C’. Private Wealth. The natural macroeconomic counterpart of the 
net worth hypothesis, when the first assumption is not made, is that 
aggregate spending depends directly, other things equal, on total 
privately-owned wealth. This amounts to the value of the community’s 
stock of privately-owned goods plus net private balances. As in the 
case of the previous hypothesis, focus of attention on the aggregate 
alone requires the second assumption. 

This hypothesis applies not only to the conceivable alternative 
values of real wealth at a moment of time but also to capital accumula- 
tion over time. In this context it is traditional classical doctrine: the 
growth of wealth raises the representative man’s rate of time preference 
and accordingly diminishes his saving at any given rate of interest. This 
was, indeed, restated by Pigou in the same two articles in which he 
set forth his hypotheses about the effects on spending of the money 
supply. 

The wealth hypothesis applies only to consumption expenditure. 
Under unchanged technology, the accumulation of capital goods is 
unfavorable to further new investment; the net effect of accumulation 
on demand depends on the balance between this unfavorable effect and 
the stimulus to consumption. If consumers’ durable goods are included 
in wealth, then their purchase must be considered investment and their 
use as consumption and income. 


II. Implications of the Hypotheses for Theory and Policy 


The Absolute Price and Wage Level. On any of the four hypotheses 
the real value of the appropriate stock of assets varies inversely with 


*“Price Flexibility and Full Employment,” Comment by Herbert Stein and Reply by 
Don Patinkin, American Economic Review, June, 1949, pp. 725-728. 
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the absolute price level. Consequently, effective real demand will vary 
inversely with the price level. This—the Pigou effect—was a trump 
card in Pigou’s long contest with the Keynesians over the theoretical 
possibility of underemployment equilibrium in the absence of wage 
rigidity. Pigou thought extremely unlikely the special cases of the 
Keynesian model in which wage and price flexibility are impotent to 
affect the level of real demand through the rate of interest, but he 
nevertheless provided an argument which is quite independent of the 
interest rate. Although the context of the controversy which inspired 
this argument was the analysis of deflation, the Pigou effect is no less 
applicable to the opposite problem, of more topical interest. It provides 
an automatic counterinflationary mechanism by which increases in 
the price level themselves tend to destroy the excess demand which 
generates them. 

The Efficacy of Monetary Policy. One feature of Keynes’s model 
was symmetry between changes in the quantity of money and changes 
in money wage and price levels. Whenever wage and price changes 
could affect employment and output, so also could changes in the 
quantity of money; and the same circumstances which might render 
wages and price flexibility impotent would also make monetary policy 
powerless. This symmetry follows from the fact that both must operate, 
if at all, through the interest rate. Deflation is the equivalent of an 
increase in the supply of money, because it releases money from 
transactions balances. 

Hypothesis A—in which the quantity of money is the strategic vari- 
able—retains this symmetry. It gives to monetary policy, as well as to 
changes in money wage and price levels, direct power to influence 
employment and output, regardless of interest rate effects. 

On hypothesis B—liquid assets—the effect of a change in the quan- 
tity of money depends on how it is accomplished. If assets which do 
not fall in the liquid category are monetized by the banking system, the 
hypothesis implies an increase in effective demand. But a mere exchange 
of money for ether liquid assets would be of no consequence, aside from 
effects via the interest rate. 

Hypothesis C—net private balances—gives to wage and price flexi- 
bility powers which it withholds from monetary measures. Open market 
operations by the banking system cannot change the quantity of net 
private balances. This quantity can change in money value only as a 
result of a change in the rate of interest or as a result of a fiscal deficit 
or surplus. 

Secular Stagnation or Inflation. The hypotheses under discussion 
also have implications for a set of long-range problems connected with 
the effects of capital accumulation and fiscal policy on effective demand. 
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The total private wealth hypothesis C’ leads to the conclusion that the 
growth of capital will automatically push up the propensity to consume. 
This tendency offsets, in part at least, whatever influence the accom- 
panying increase in income may have in pushing down the propensity 
to consume. Growth of the federal debt, unaccompanied by increase in 
the economy’s productive capacity, has even more pronounced effects 
on the side of long-run inflation. It stimulates consumption demand 
and does not offset this stimulus, as capital accumulation does, by 
enlarging full employment income (and thus possibly boosting the 
propensity to save) or by exhausting investment opportunities.* Simi- 
lar effects are attributed to the public debt by hypothesis C, and, to the 
extent that the debt is monetized or represented by liquid assets, by 
hypotheses A and B. 


III. Critique of the Hypotheses 


The Control of Spending Units Over the Independent Variables. A 
variable is not useful in explaining the behavior of an individual if its 
magnitude is just as much subject to his discretion as the behavior 
which it is supposed to explain. An explanation of spending decisions 
must relate the spending of a household to determinants outside its 
control. This is the fatal objection to the hypothesis a that the spending 
of an individual unit depends on the size of its cash balances, and to 
the macroeconomic hypothesis A derived from it. By exchanging cash 
for other assets, or vice versa, a household or firm can control the size 
of its cash balance extremely rapidly. One must beware of an optical 
illusion. A household which has decided to make an abnormal ex- 
penditure may in preparation build up its cash balance. It would be a 
mistake to conclude that the abnormally high cash balance caused the 
extraordinary expenditure. It is true that, in contrast to the cash 
balances of individuals, the total supply of money can be taken as an 
independent variable. But the effects of changing this supply on spend- 
ing cannot occur in the naive direct manner depicted by these hy- 
potheses. They must occur as a result of changes in other variables 
which are independent from the point of view of individual decisions 
changes which induce individuals to adjust their cash balances to the 
altered total money supply. 

The same criticism applies, with only slightly diminished force, to 
the liquid assets hypotheses. The category liquid assets excludes many 
other easily marketable assets; by purchasing or selling such assets 
an individual may change his liquid asset position at will. Like the 
total quantity of money, the total supply of liquid assets may be an 


*Cf. Gardner Ackley, “The Wealth-Saving Relationship,” Journal of Political Economy, 
April, 1951, pp. 154-161. 
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independent variable. But changes in this supply must affect spending 
not directly but through interest rates and asset prices. 

It would, however, be possible to hold the following view. There 
are lags in the adjustment both of spending and of cash (or liquid 
asset) holdings to the independent variables determining them. In 
consequence, both spending and cash (or liquid asset) holdings may be 
in disequilibrium with respect to the current values of those independ- 
ent variables. It might be that these two disequilibria were uniquely 
related. In that case, it would not be necessary to look into the history 
of the household to explain its present spending behavior; that history 
would be summarized in the household’s present holdings of cash 
balances or liquid assets; and with this knowledge and the present 
values of the variables determining spending, one could predict the 
household’s current spending. This implies that any history of income, 
prices, interest rates, etc., which leads to the same current holding of 
cash (or liquid assets) leads also to the same current spending be- 
havior. Even granting the possibility of such a remarkable coincidence, 
this modification of the hypotheses would rob them of most of their 
interesting implications. 

In connection with the net worth hypothesis and its aggregative 
counterparts, the independence of the explanatory variables depends on 
whether the hypotheses are interpreted in a static or in a dynamic 
sense. At a moment of time, an individual is helpless to affect his 
present net worth. Over time, he can by his saving decisions control it 
within limits which become wider as the time horizon is extended. 
The problem of the present section is therefore inseparable from the 
plausibility of applying these hypotheses to changes over time, which 
will be discussed below. 

Selected Assets Versus Total Wealth. It is difficult to justify restrict- 
ing the effect of asset holdings on spending to any particular kind of 
asset, such as money or liquid assets. The criticism of the preceding 
section amounts to saying that any asset which can be turned into these 
forms either by sale or as security for debt has an equal right to be 
counted, at its market price, in the wealth relevant for spending de- 
cisions. Even assets which are not negotiable—for example, prospective 
social security benefits—can fulfill some of the purposes of holding 
wealth and consequently have some effect on spending. The quantity of 
money and the liquid assets hypotheses also neglect the indebtedness 
of the spending unit and imply that a given holding of cash or liquid 
assets has the same effect on spending, whatever this indebtedness. 

The net worth hypothesis avoids all these difficulties and may indeed 
err in the other direction in its implication that only the value of 
wealth, not its composition, is relevant to spending decisions. Some 
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assets which must be valued in reckoning total wealth are not market- 
able; and, because of market imperfections, an individual may be able 
to borrow, if at all, only at substantially higher interest rates than the 
rates at which he can lend. Consequently, an individual may get caught 
in a position in which, with the same net worth, he would spend more if 
his wealth were not tied up in nonmarketable assets. 

The Public Debt as Private Wealth. The inclusion of the interest- 
bearing public debt in net private balances and in total private wealth 
raises an interesting question. How is it possible that society merely by 
the device of incurring a debt to itself can deceive itself into believing 
that it is wealthier? Do not the additional taxes which are necessary to 
carry the interest charges reduce the value of other components of 
private wealth? There certainly must be effects in this direction. Ad- 
ditional taxes on the returns from income-producing property reduce, at 
a given rate of discount, the present value of that property. These doubts 
apply also to the role attributed to the interest-bearing public debt in 
the operation of the Pigou effect. The lower the price level, the greater 
must be the real outlays of the government for interest payments. 
The higher tax rates to meet these increased outlays mean that the 
stimulus to private demand from the increase in real value of the 
debt is offset, at least in part, by changes in private wealth which are 
unfavorable to spending. 

Of course it may be that the fiscal policy of the government is and 
is expected to be to pay the interest on its debt, not by taxes, but by 
incurring further debt. In this case the debt does have a net expan- 
sionary effect, and the wealth-spending hypothesis points out that this 
effect may be greater than would be expected according to conventional 
income analysis. Still it would be more natural to attribute it to the 
influence of the debt on public spending rather than to its effect on 
private spending. 

It is true that the creation of public debt, even if it does not alter 
the value of private wealth relevant for spending decisions, makes the 
composition of that wealth more liquid. In this respect it is similar to 
an increase in the money supply. On hypotheses which attribute to 
liquidity per se a stimulating effect on spending, the debt will be 
expansionary. The doubts expressed above apply to the inclusion of 
the debt at full value in connection with hypotheses which rely on the 
total value of private wealth rather than on its composition. 

If public debt is incurred for government investment in assets which 
yield revenue to the government and reduce its tax requirements or in 
projects which contribute to the earning power of private property, 


*My doubts on this point were inspired by T. C. Schelling. See “The Dynamics of 
Price Flexibility,” American Economic Review, September, 1949, p. 911, footnote 2. 
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it will have no depressing effects on spending to offset its stimu- 
lating effects. I suspect that, in reckoning the size of national wealth 
relevant to private spending decisions, just as in reckoning it for other 
purposes, it is nearer the truth to count the productive assets of the 
government than to include its debt. 

The Distribution of Wealth. It was noted above that the Pigou 
effect, based on the net worth hypothesis concerning individual be- 
havior, requires an assumption eliminating the necessity for consider- 
ing changes in the distribution of wealth among individuals. Such as- 
sumptions are common in aggregative economics; the conventional 
aggregate consumption function ignores in a similar way changes in 
the distribution of income. But the assumption is particularly vulner- 
able in the case of the Pigou effect. Only a small part of national 
wealth—net private balances—changes in real value when the price 
level changes; the base on which the Pigou effect operates is even 
smaller if the criticism above of the inclusion of deadweight interest- 
bearing public debt is accepted. This leads to the possibility that 
changes in the distribution of wealth associated with changes in the 
price level may dwarf in significance the net change in total wealth. 
Moreover, these changes in distribution are systematic: creditors, 
debtors, shareholders, owners of goods—all fare differently. Without 
knowing both the income and wealth positions of these various groups 
and the differences in marginal propensity to spend with respect to net 
worth associated with differences in financial position, it is not possible 
to judge whether the redistribution of wealth due to a change in the 
price level would reinforce or oppose the Pigou effect. 

Effects of Wealth on the Supply of Labor. lf, as the hypotheses under 
review assert, an increase in wealth leads to an increased demand for 
consumption goods and services, it is logical to expect it to lead also 
to an increase in the demand for leisure; that is, to a decrease in the 
supply of labor. The Pigou effect has the unintended by-product of 
providing a rationale for the Keynesian labor supply function, although 
it is a different rationale from the one Keynes provided. The supply 
of labor will be larger, at the same real wage, the higher the money 
wage, not out of sheer “money illusion” but because households are 
poorer in wealth at the higher price level and can afford less leisure. 
Consequently the unemployment which, via the Pigou effect, is remedied 
by a decline in prices and money wages is remedied, not just by an 
increase in the demand for labor, but also by a decrease in the supply. 
The full employment which is achieved by deflation is not as large 
a full employment as would have been achieved by some other means. 
Indeed, Keynes himself was unwilling to consider an employment 
equilibrium full if a greater supply of labor would be forthcoming at 
the same or lower real wage at a higher price level. 
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This footnote to the long controversy which culminated in the Pigou 
effect is worth adding because of the modern tendency to insert wealth 
in some fashion into the Keynesian model and at the same time to 
dismiss Keynes’s labor supply function as an excusable aberration of 
a great theorist. Following Klein,’ Patinkin adopts the classical view 
that the supply of labor is a function solely of the real wage. This rules 
out unemployment as a possible equilibrium solution of a complete 
static Keynesian model and makes it necessary to attribute unem- 
ployment to the failure of the model to have a solution and the failure 
of the labor supply function to be satisfied. Pigou’s amendment gives 
such a model a solution. But it also rehabilitates the original Keynesian 
view of the supply of labor. 

The Dynamic Wealth-Spending Relationship. It was suggested above 
that the net worth hypothesis can have both a static and a dynamic 
interpretation. The static version relates the real spending of a con- 
sumer to the possible real values which his net worth may assume at 
a moment of time. His real wealth is variable because of possible 
variation in factors beyond his control: the prices of his assets and 
debts and the prices of consumption goods. It is this interpretation of 
the hypothesis which is used in the Pigou effect. 

The dynamic interpretation applies the hypothesis also to changes 
in the individual’s net worth which occur over time as a result of his 
saving decisions. This interpretation leads, as mentioned in Part II, 
to an optimistic or inflationary picture of the long-run prospects of 
effective demand. As the time horizon is lengthened, the control of the 
individual over his own net worth increases; once again the question 
arises whether a variable over which he has control can qualify as a 
determinant of his spending behavior. Does the fact that a household 
has saved and added to its wealth this year imply that it will save less 
from the same real income next year? This does not seem plausible 
unless this year’s accumulation was for some reason unintentionally 
high. If a household is simply executing a saving plan previously 
decided upon, no special significance attaches to the year-to-year 
changes in its net worth. The plan may call for an even rate of saving 
over many years, or it may call for high saving in some years and low 
saving or dissaving in other years, in any sequence. Clearly there is 
variation over time in the saving behavior of a household due solely 
to its biology; and it would be a mistake to attribute such variations to 
the concurrent changes in other variables, either income or net worth. 

What may be of significance, from an aggregative viewpoint, is the 
endowment of wealth with which a new generation of households 
commences economic life. It might be that the larger this endowment 
the lower will the generation scale its lifetime saving plans. Thus the 


‘L. R. Klein, The Keynesian Revolution (Macmillan, 1947), pp. 80-90. 
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growth of national wealth over time would gradually lift the propensity 
to consume, even though no meaningful relationship existed for a par- 
ticular household between the time histories of its wealth and of its 
current saving. In this form, the hypothesis involves speculation about 
the propensity to bequeath. The secular lift to consumption would not 
occur if each generation scaled up in proportion to its own endowment 
its conception of the appropriate amount to leave to the next generation. 
The forces determining this propensity are surely very complex and 
difficult to discover either by speculation or by empirical investigation. 

Aside from this possibility, there is one other sense in which wealth 
might plausibly be taken to influence spending over time. Unplanned 
increases or decreases in wealth may influence subsequent accumula- 
tion. If a household’s wealth grows in one year more than had been 
anticipated, the household may in the following year spend some- 
what more than if events had gone according to plan. Unplanned 
changes in real wealth can be the result of unexpected changes in the 
prices of the assets held by the household or in the prices of consump- 
tion goods. To be of significance in altering the saving behavior of the 
household, such changes must be viewed as relatively permanent. 
(Unexpected increases in real income may also lead to unplanned 
saving and accumulation of wealth, followed later by consumption 
greater than planned. But this sequence of events is better interpreted 
as a lagged response of spending to income than as a response of 
spending to wealth.) 

Attempts to Measure the Strength of the Pigou Effect. In his articles 
stressing the theoretical importance of the Pigou effect, Patinkin dis- 
claimed any belief in its practical significance. He reported experiments 
with interwar aggregate time series which showed that the real value 
of net private balances does not make a significant contribution to the 
explanation of observed variation in aggregate consumption. He also 
exhibited the weakness of the Pigou effect in the Great Depression 
by contrasting the 46 per cent rise he computes in the real value of net 
private balances from 1929 to 1932 with the 40 per cent fall in real 
national income in the same period. 

Quite aside from the usual statistical difficulties, these tests are not 
appropriate for the hypotheses about individual and aggregate spending 
which are supposed to be tested. 

The real value of net private balances becomes, in theory, a strategic 
aggregate variable only because, in the circumstances envisaged by the 
theory, it is the only variable determinant of the real value of total 
private wealth. During the span of a test based on time series, reai 
private wealth changes for other reasons. Changes in the value, in 
terms of consumption goods, of the capital stock overshadow in im- 
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portance changes in the real value of net private balances. The value 
of the capital stock changes over time, not only by physical investment 
or disinvestment, but by changes in the valuation, in terms of consump- 
tion goods, of existing capital.* Both of these sources of variation are 
excluded from the theoretical argument which leads to the focus of 
attention on the real value of net private balances. 

Nor can the concentration of statistical attention on net private 
balances be justified as conforming to the static interpretation of the 
wealth hypothesis discussed above. On this interpretation, it will be 
remembered, the only changes over time in private wealth which might 
be expected to affect the propensity to consume are changes which were 
unexpected departures from saving plans. There is no reason to expect 
these to coincide with changes over time in real net private balances, 
which may be either too narrow or too broad a category. Changes in 
the purchasing power of fixed-money-value assets and debts are not 
the only sources of surprises to holders of wealth. Over time, real net 
private balances change because the government runs a deficit or buys 
gold. Like saving which goes into private capital formation, saving 
which matches the increase in supply of net private balances may 
simply conform to consumers’ plans and thus have no effect on their 
subsequent spending. 


Whatever interpretation of the wealth hypothesis is adopted, the 
effects on consumption spending of changes in the distribution of wealth 
are likely to overshadow the effects of changes in the real value of net 
private balances. 


IV. Conclusion 


It is difficult to state a plausible, simple hypothesis relating spending 
to wealth. Any hypothesis which makes spending depend on the holding 
of a particular kind of asset, such as cash or liquid assets, runs afoul 
of several objections: (1) other assets are good, often perfect, substi- 
tutes for the selected types; (2) the composition of an individual’s 
wealth is, at any time, subject to his own decision; (3) indebtedness 
should be treated symmetrically with asset holdings. The hypothesis 
relating a consumer’s spending to his net worth avoids these difficulties. 
But, since a consumer’s wealth is over time determined in large part by 
his own saving plans, the dynamic interpretation of this hypothesis is 
questionable. Even in its static interpretation, there is no simple ag- 
gregative counterpart of the net worth hypothesis. It is doubtful that 


“This change in valuation, incidentally, greatly limits the possibility of using the wealth 
hypothesis, as Ackley does in the article previously cited, to explain why consumption is 
a higher proportion of income in depression than it was at the same real income during 
an earlier prosperity. The decline in real income from full employment levels may not 
reduce the physical stock of capital but it certainly reduces its value 


122 AMERICAN ECONOMIC ASSOCIATION 


deadweight government debt should be included in net private balances. 
Without this component, the variable has little quantitative signifi- 
cance. In any case, the systematic redistribution of wealth accomplished 
by changes in the price level is likely to be of greater importance for 
real consumption demand than changes in the purchasing power of 
net private balances. 

The main theoretical issues to which the hypotheses under discussion 
have been directed are the efficacy of monetary policy and the efficacy 
of flexibility in the absolute price and wage levels. The issues are 
whether, under circumstances when reactions through the rate of 
interest are negligible, a change in the level of employment and output 
can nevertheless be effected by changing the quantity of money and 
by changing the money wage rate. The discussion has contributed no 
basis for optimism concerning monetary policy. The hypothesis that 
spending will vary directly with the quantity of money is logically the 
weakest of the family of hypotheses relating spending to asset holdings. 
The Pigou effect argues for greater confidence in the efficacy of wage 
and price flexibility, but the issue is, for a number of reasons advanced 
above, both theoretically and empirically in doubt. 

For monetary policy a stronger case can be made by questioning 
the skepticism of recent years about the significance of interest rates 
in spending decisions than by claiming that the quantity of money can 
influence spending directly, regardless of what happens to interest rates. 
In making this case, a wealth-spending hypothesis can be an ally rather 
than a replacement. Changes in the interest rate alter the real value of 
wealth and may affect spending by this route as well as by changing the 
terms on which future goods may be substituted for present goods. 

A third theoretical issue to which the hypotheses under review are 
relevant is the behavior of saving in secular expansion. But there are 
special difficulties in a dynamic interpretation of these hypotheses. 
Even if one accepts the Pigou effect he should not jump to the conclu- 
sion that the same argument guarantees the passage of the rich economy 
camel through the eye of the full employment needle. 

In spite of these negative comments, I do believe that there exist im- 
portant relationships between wealth and current spending. Monetary 
theory is, I agree, taking the proper d.rection in seeking to end the 
artificial separation between decisions about stocks and decisions about 
flows to which Keynesian economics contributed. Doubtless the rela- 
tionships between wealth and spending involve the composition of 
wealth as well as its total value. However, the effects of the composition 
of national wealth—the aggregate supplies of various kinds of assets— 
are felt by individuals mainly through the structure of interest rates 
and asset prices. It is to these interest rates and prices rather than to 
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their holdings of different kinds of assets that the spending decisions 
of consumers—and business firms as well—must be related. 

The formulation of plausible hypotheses is impeded by the custom 
of forcing theoretical concepts to conform to the categories used, for 
reasons of statistical exigency, in national income accounting. If con- 
sumers’ durable goods were counted as assets and the concepts of 
consumption and income revised accordingly, the following general 
hypotheses about consumer behavior might provide a framework for 
analysis: 

1. An individual attempts to distribute his net worth among various 
kinds of assets and debts in a pattern which depends upon his net worth, 
his income, the prices of the various assets and debts, and the prices 
of nondurable consumption goods and services. 

2. An individual divides his current income between consumption 
and saving in a manner which depends on the same four sets of factors. 

On these hypotheses, the important thing about the supply of a 
particular kind of asset is not its absolute size but its amount relative 
to the supplies of other assets and to total wealth. As the stock of 
government bonds expanded in the last decade, the quantity of money 
had to rise to keep the interest rate from rising. The supply of liquid 
assets at the end of the war held inflationary dangers because it was, 
at prevailing interest rates and prices of durable and nondurable 
goods, a disproportionate share of total wealth. The same supply holds 
less inflationary danger when, both because of rises in the prices of 
goods and because of expansion of the physical stock of durable goods, 
it is a smaller share of total wealth. There is not space to show how 
other phenomena which the various hypotheses reviewed in this paper 
are designed to explain fall into place in the suggested framework. But 
of course the crucial questions about saving and spending behavior 
are empirical, and no general analytical framework can even begin to 
answer those. 


WARTIME MONETARY EVENTS AND MONETARY THEORY’ 


By Rotanp N. McKean 
RAND Corporation 


The chief issue in monetary theory seems to be how sensitive con- 
sumption and investment are to monetary events. The disagreement 
over this issue is, in part, a curious one. On the one hand, no one 
seriously denies that money is a necessary, even if not a sufficient, 
condition for expenditures. Moreover, a decline in liquidity can clearly 
restrain an individual’s outlays. As an inflation proceeds, higher prices 
increase current liabilities (i.e., expected payments), raise cash-balance 
requirements, and force businesses and individuals ultimately to check 
expenditures to restore, or prevent further loss of, liquidity. Unless 
additional liquid assets flow into the economy, inflation is one of the 
most effective ways to stop inflationary pressure. Many would accept 
this statement, I believe, who would deny the ability of deflation to 
halt a deflation. 

On the other hand, many descriptions of the wage-price spiral still 
sound as though prices pull themselves up by their bootstraps, quite 
independently of liquidity. The argument that liquidity may have 
little to do with cash-balance requirements and expenditure levels 
when expectations are unfavorable has often shifted much of our at- 
tention away from liquidity under all circumstances. This is not true 
of all, or even the majority of, economists. Many have in recent years 
deplored the widespread indifference to monetary events during infla- 
tion. 

In this paper I wish to emphasize some very homely points—that 
past investigations have not established the insensitivity of outlays to 
liquidity, and that a world of hot and cold running wars gives liquidity 
a new lease on expenditure theory. 


Past Investigations and Arguments 


Several studies in the past have suggested that aggregate investment 
outlays are unresponsive to changes in the interest rate. However, 
investment in crucial sectors of the economy may be sensitive to a more 
adequate picture of the cost and availability of funds. Investment in 
certain projects may respond to monetary events at particular stages of 
the cycle and with varying lags. Investment may respond, not to 


: * The writer undertook this study while at Vanderbilt University, holding one of the 
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movements of the rate on riskless securities, but to changes in the 
pattern of rates. Monetary events may induce these changes in the 
pattern by altering the yield on risky securities more than the yield on 
safe securities. In technical jargon, this would depend on investors’ 
elasticities of demand for various securities with respect to their liquid- 
ity. Investment may exhibit sensitivity to liquidity ratios rather than 
to any money rates if lenders “ration” funds. Asset-debt ratios may 
also influence entrepreneurs’ investment decisions by determining how 
disadvantageous it would be to reduce cash holdings, incur additional 
debt, or dilute the present shareholders’ equity. These disadvantages 
are sacrifices or costs of investing over and above interest payments. 
By altering asset debt ratios, monetary events could affect these costs 
more than they affect interest rates. 

In short, to use a term that seems fairly apt, the liquidity-elasticity 
of investment may be significant even if its interest-elasticity appears 
to be negligible. 

Interest-Elasticity of Investment. Actually, the evidence presented 
in the past does not go far toward showing that investment is interest- 
inelastic. During the depressed thirties, business executives were 
questioned about the sensitivity of their investment decisions to hypo- 
thetical changes in interest rates. It is doubtful whether or not this 
procedure revealed to what extent a change in their general liquidity 
position would in fact influence them, especially during prosperity. 

Regression analysis also indicated that investment and savings are 
relatively inelastic with respect to interest rates. The results rest on 
observations for both depressed and prosperous years. There may be, 
however, a genuine structural difference between periods of falling 
and rising prices. Similar changes in interest rates and asset-debt ratios 
probably affect outlays more during inflation than during deflation. 
Furthermore, a uniform time lag between changes in interest rates 
and changes in investment was assumed in fitting the equations. If 
the time lag varies, as seems likely, this test may obscure important 
relationships. 

The analysis of changes in anticipated investment programs pro- 
vided interesting evidence in support of both positions on this issue.” 
Every quarter, plant and equipment expenditures for the previous 
quarter and budgeted outlays for the two succeeding quarters are re- 
ported by a sample of firms. At the end of every year, they report 
expected capital outlays and sales for the coming year. Many of these 
companies also reported, in answer to a special questionnaire, the 
reasons for discrepancies between their planned and subsequently 


*Trwin Friend and Jean Bronfenbrenner, “Business Investment Programs and Their 
Realization,” Survey of Current Business, December, 1950, pp. 11-22 
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realized outlays for 1949. Analysis of these discrepancies suggested, on 
the one hand, that “changes in the availability of debt and equity 
financing were quite unimportant in altering planned outlays on plant 
and equipment.” On the other hand, changes in working capital re- 
quirements seemed to be very important in producing downward re- 
visions in planned outlays. And shifts in working capital requirements, 
whether brought about by changes in cash “throw-off” of internal 
operations or by changes in the level of prices and outlays, are surely 
shifts in liquidity position. 

In any event, as the investigators indicated in their report, the 
factors determining changes in investment plans do not necessarily 
mirror those determining original investment decisions. Even if busi- 
nessmen attributed only a small proportion of the alterations in their 
1949 investment programs to changes in the availability and cost of 
financing, changes in liquidity may nevertheless affect the launching of 
new investment plans for subsequent years. Offhand, in fact, it seems 
likely that fluctuations in liquidity would affect new programs much 
more than ones already under way. 

In this same investigation, various liquidity indicators (such as 
asset-debt, earnings-price, and dividends-price ratios) were correlated 
with the changes in budgeted investment. The correlations were often 
negative because “unanticipated investment in itself operates to make 
the year-end position less liquid than otherwise.”* Other correlations, 
however, suggested that “surplus” liquidity stimulated investment 
when other motivation was strong. 

Although a great deal of progress is no doubt being made in the 
use of questionnaires and interviews, investigations depending on them 
have suffered from certain handicaps. The balancing of various incre- 
mental gains or losses following some change in the respondent’s situa- 
tion is probably more complex than he says or realizes. (Professor 
Milton Friedman has often made this point.) Anyone’s answers to 
questions like “What would you decide to do if such and such were 
altered?” or even “Why did you decide to do that?” may be extremely 
misleading. When a person acts as if he equalized marginal gains from 
holding many different possible assets, he must be an unusual person 
to view his behavior in this way and to recognize explicitly the less 
spectacular alternative assets. 

Interest-Elasticity of Savings. One argument often used to show 


* Ibid., p. 19: “In a year when debt financing apparently became somewhat more difficult 
to obtain, only a few firms substantially decreased their capital expenditures as a result of 
this development. Similarly, though stock prices rose considerably during 1949 and equity 
financing was more attractive to business concerns, very few firms were thereby induced to 
step up their expenditure programs.” ; 

* Ibid., p. 22 
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that savings are interest-inelastic is that rising interest rates (or falling 
bond prices) fail to induce individuals and nonbanking firms to buy 
and hold more bonds. Some have pointed out that higher yields did not 
keep investors from cashing Liberty bonds in 1919-20 or stimulate non- 
bank holdings in early 1937.° Another instance used to support this 
position is the decline in holdings of financial institutions other than 
Federal Reserve banks during the gradual rise of interest rates after 
World War II:° The fact that both the increases in rates and the de- 
creases in holdings were concentrated in short-terms is supposed to 
bolster the argument. 

These statements seem misleading to me. If someone wished to argue 
that the quantity of automobiles bought and held is insensitive to price, 
he could point out that falling automobile prices frequently fail to 
induce individuals to buy and hold more autos. But one should compare 
the quantity bought after a fall in price with the quantity that would 
otherwise have been bought, the demand conditions remaining constant. 
With a downward shift of the whole demand curve, the change of 
quantity bought associated with a fall in price reveals little about price 
elasticity. The demand curve for bonds was probably shifting down- 
ward during the periods mentioned above—1919-20, early 1937, and 
1946-50. During periods of rising prices, the shift of demand from 
fixed claims to equities is largely responsible for the downward pres- 
sure on bond prices. The fact that individuals’ bond holdings fell while 
interest rates rose is not surprising, nor is it strong evidence that sav- 
ings are interest-inelastic. This is an elementary point, no doubt as- 
sumed to be self-evident by those citing these experiences, but it seems 
worth explicit recognition. 


Wartime Monetary Events and the Liquidity-Elasticity of 
Investment and Savings 


If the preceding section is correct, the case for interest-inelasticity of 
savings and investment is not as yet a strong one. Moreover, there is 
some question as to whether or not observed interest rates adequately 
reflect monetary events and liquidity positions. This section is an 
attempt to use certain wartime monetary experiences to throw addi- 
tional light on these questions. 

Liquidity as a Necessary Condition for Investment. Liquidity played 
an important role as a necessary condition for large-scale investment 
during World War II. In some cases, rendering certain investors less 


51. H. Seltzer, “Is a Rise in Interest Rates Desirable or Inevitable?” American Economic 
Review, December, 1945. 

*S. E. Harris, “The Controversy over Monetary Policy: Introductory Remarks,” Review 
of Economics and Statistics, August, 1951, pp. 181-182. 
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liquid restricted their investment. Although it is more difficult to re- 
strict loans for certain purposes than to restrict credit in general, we 
habitually regard monetary measures as effective in the former situa- 
tion and ineffective in the latter. In far more cases, rendering certain 
investors more liquid made possible investment that the authorities 
wished to encourage. Sixty per cent of the facilities expansion during 
1942 and 1943 was federally financed, chiefly because these ventures 
were too risky to appear profitable as private enterprises but partly 
because private liquidity positions were inadequate to carry out an 
expansion of that magnitude without delay. Liquidity evidently in- 
fluenced the amount and timing of investment decisions. 

Currently, the Council of Economic Advisers holds, in effect, that 
additional cash is essential to greater output.’ The additional cash is 
presumably essential because it makes possible greater expenditures 
for labor and materials by the appropriate firms. If this belief is cor- 
rect, expenditures must be sensitive to increased liquidity. 

Interest Rates as Indicators of Liquidity. Wartime monetary events 
point up the possibility that changes in “the” interest rate do not ade- 
quately reflect changes in liquidity. With the pegging of certain secur- 
ity prices nowadays, interest rates on relatively riskless bonds are a 
poor clue to movements in the stock of cash and other aspects of 
liquidity. From 1942 until the end of the war, yields on most govern- 
ment securities changed very little; yields on close substitutes such as 
Moody’s triple-A bonds likewise moved within a narrow range. The 
yield on Baa corporate bonds, however, fell from about 4.3 to 3.5 per 
cent. The series on bank rates charged customers in eleven Southern 
and Western cities declined from 3.4 per cent to 2.7. The dividend 
yield on Moody’s two hundred common stocks fell from 7.2 to 4.5. 

Even without pegging, of course, yields on various securities fluctu- 
ate to different extents, as demand shifts, partly in response to liquid- 
ity fluctuations, for securities having various types and degrees of risk. 
Moreover, due to credit rationing, the entire pattern of rates may fail 
to suggest the full impact of monetary events. Wartime pressures to 
restrict lending give rise to new rules of thumb. With the tightening of 
the money market since Korea, some insurance companies altered their 
lending policy, and allegedly decided to make no loans whatsoever on 
houses over fifteen years old and to set lower limits on all housing 
loans. If such rules prevailed generally, larger down payments rather 
than higher interest rates would deter the purchase of houses. 

Actually such rules usually force a customer to a different source or 
a different type of loan that requires higher interest rates or monthly 
payments. Credit rationing, in the strict sense of the term, may be 


5. E. Harris, op. cit., pp. 182-183. 
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quantitatively unimportant. Nevertheless, there are probably sharp 
discontinuities in the cost of obtaining additional funds. When money 
is tight, some sources dry up entirely, and the interest rate at which 
one can borrow another thousand dollars may be much higher than the 
rate on a smaller loan. When money is easy, there are more sources of 
funds and smaller discontinuities in their cost. In effect, with easy 
money it becomes “possible” to make smaller down payments, issue 
more bonds, and float more stocks than formerly. Besides, even if there 
were no discontinuities, any published average interest rate is unlikely 
to catch fully a shift in the “loan-mix” and hence in the cost of funds. 

There is another factor impairing the ability of interest rates to 
represent the cost of financing to an investor. As David Durand has 
emphasized, the total opportunity cost of obtaining funds consists of 
an interest rate plus an allowance for the risk of going further into 
debt or giving up liquid assets or diluting the common stock; i.e., “the 
minimum rate that the new investment must earn without being actu- 
ally disadvantageous to the stockholders.’* Monetary events may affect 
these risks (for example, by raising asset-debt ratios) to a greater 
extent than they affect observed interest rates. 

For all these reasons, ratios of liquid assets to debt may be helpful 
supplementary indicators of liquidity position. Asset-debt ratios and 
liquidity position as a whole may affect new investment plans vitally, 


even though the businessman or farmer truthfully replies to a ques- 
tionnaire that a certain change in the interest rate would not affect his 
present investment plans, If this is true, it may be useful to examine 
the paths of investment and asset-debt ratios (in addition to interest 
rates) during and immediately after World War II. 


Moncey Rates, Liquidity Position, and Investment in 
Agriculture and Manufacturing 


Correlating the movements of these time series for the whole econ- 
omy, however, would not reveal much during these wartime and post- 
war years. We would simply find a postwar investment boom, due 
chiefly to deferred demand (and ample liquidity to make possible large 
money expenditures ). It may be more interesting to examine two broad 
sectors of the economy for changes in their comparative rates of in- 
vestment following changes in their relative liquidity position. Such 
analysis of sectors of the economy will be relevant only under special 
conditions. First, there must be reason to believe that the sectors of the 
economy really do experience marked differences in liquidity; i.e., 


“Durand, “Costs of Debt and Equity Funds for Business: Trends and Problems of 
Measurement” (pp. 1-9), a paper presented at the Conference on Research in Business 
Finance, Haverford College, June 19-21, 1950, to be published as part of a volume by the 
National Bureau of Economic Research 


130 AMERICAN ECONOMIC ASSOCIATION 


that they do not in fact have access to equity and loan funds on similar 
terms. Second, there must be reason to believe that the two groups of 
firms would respond in the same way to similar liquidity fluctuations. 
Although we can seldom be sure that this second condition is fulfilled, 
we can still use the analysis, with caution, by imposing an alternative 
condition: the two parts of the economy must experience extreme 
changes in relative liquidity position. Otherwise, the effects will be 
swamped by the outlays of new entries (which are probably inde- 
pendent of the asset-debt ratios of old firms), by other factors account- 
ing for the decline or expansion of particular industries, by fluctuations 
in liquidity desire by the two industries, and by the impact of invest- 
ment outlays themselves on liquidity ratios (which is presumably 
much greater for individual firms or industries than for the economy as 
a whole). 

If these conditions appear to be fulfilled and the group of firms that 
gains liquidity to a greater extent does not increase its investment 
relative to the other, the hypothesis that investment is liquidity-elastic 
when expectations are favorable will be damaged. Agreement on these 
conditions and on precisely what results would refute the hypothesis 
may be impossible. In that case, I can only hope that analyzing two 
sectors’ liquidity and investment behavior is at least an interesting 
exploration. 

Agriculture and manufacturing during the war and postwar years 
seem to be a case in point. To trace the changing financial position of 
agriculture, I used a series on interest rates charged to farmers by 
commercial banks, a series on the ratio of liquid assets to short-term 
debt in agriculture, and a series on the ratio of liquid assets to total 
farm debt. To reflect the liquidity position of manufacturing, I used the 
path of interest rates charged to customers in Northern and Eastern 
cities, and quick ratios for a sample of “large” manufacturing cor- 
porations and for “all reporting” manufacturing corporations.” 

Using these balance-sheet ratios is subject to several criticisms. 
First, no single ratio can satisfactorily summarize balance-sheet rela- 
tionships. All assets partake in some degree of liquidity, making possi- 
ble lower cash balances, and all liabilities partake in some degree of 
illiquidity, making necessary higher cash balances than would other- 
wise be required. No component ratio can embrace the liquidity of 
excluded assets or the illiquidity of excluded debts; on the other hand, 


*The quick ratios (cash, marketable securities, and receivables divided by current 
liabilities) for large manufacturing corporations are for the National Bureau sample, used 
to construct part of Charts 17 and 18 in F. A. Lutz, Corporate Cash Balances, 1914-43 
(National Bureau of Economic Research, 1945), pp. 61, 64. I am indebted to Mr. William 
Carson and the National Bureau of Economic Research for making these data available 
and to Miss Catherine P. Martin of their Statistical Staff for collecting the figures from 
the Bureau’s records 
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no ratio of aggregates can allow for various compositions of assets and 
liabilities. Furthermore, identical quick ratios can accompany different 
amounts of net working capital, which certainly involve different 
liquidity positions, or different price levels, which assuredly mean dif- 
ferent real amounts of net working capital. Nevertheless, for an ex- 
ploratory investigation and in lieu of full balance-sheet analysis, one 
of the asset-debt ratios serves the purpose. Also, in this instance, all 
the ratios seem to tell the same story. 

Second, some people urge that ratios of liquid assets to payments are 
superior indexes to liquidity and that businessmen pay little attention 
any more to asset-debt ratios. It seems likely, however, that both past 
and scheduled payments (i.e., existing liabilities) are useful in apprais- 
ing liquidity position. During World War II, increased tax liabilities, 
not the current year’s tax payments, required higher cash balances. 

So much for the indicators of liquidity position. To show what was 
happening to investment, I used estimates of gross outlays on buildings 
and machinery by agriculture (deflated by the index of “prices paid by 
farmers for production”), gross outlays on plant and equipment by 
manufacturing (deflated by the wholesale price index), and ratios of 
these gross outlays (in current dollars) to net income originating in 
their respective sectors. For the sake of comparability and/or because 
of lack of data, such investments as inventories, soil-building, research, 
and household durables are excluded. These ratios seemed appropriate 
as supplementary indicators of investment behavior, in order to allow, 
after a fashion, for the relative rise of farm prices and incomes. Growth 
of agricultural income relative to that in manufacturing could have 
induced a relative increase in farm investment, especially by raising 
the expected rate of return from capital in agriculture. 

As stated earlier, we would not expect a close correlation at all times 
between this ratio of investment to income originating and asset-debt 
ratios or interest rates. Nevertheless, the hypothesis that liquidity posi- 
tions significantly influence investment does imply, it seems to me, that 
noticeable shifts of relative investment outlays follow extreme changes 
in relative liquidity. 

The wartime and postwar data for agriculture and manufacturing 
appear to be consistent with this implication. Whether one interprets 
it as a matter of choice, of rising farm income, of excess profits taxes, 
of noncorporate form of organization, of shortages, or of lags—the 
fact is that agriculture’s liquidity increased much more than that of 
manufacturing during the war. The series representing interest rates at 
which the two industries borrowed funds behaved similarly, both reach- 
ing peaks in 1943 and then declining until 1946 by almost identical 
percentages. The level of the rates charged in Northern and Eastern 
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cities was markedly lower, of course, and their volatility in general 
much greater. During this period, however, the asset-debt ratios in 
agriculture increased greatly, while those in manufacturing actually 
declined slightly. The ratio of liquid assets to short-term debt in agri- 
culture more than tripled from 1941 to the end of 1945, while a similar 
quick ratio for manufacturing declined from 1941 to 1944 and then rose 
in 1946 to approximately the 1941 level. The quick ratio for large 
manufacturing corporations was more volatile than for all reporting 
manufacturing corporations, declining further from 1941 to 1944. 

Because farm mortgage debt is so important to agriculture’s liquid- 
ity situation, the ratio of liquid assets to total farm debt was also 
examined. This ratio quadrupled during this period. Since long-term 
corporate debt did not decline as much as farm mortgage debt, a com- 
parison of the ratios of liquid assets to total debt makes agriculture’s 
relative gain of liquidity even more striking. 

Investment in both sectors increased in 1946, but outlays by manu- 
facturing subsequently remained at about that level, while outlays by 
agriculture continued to soar. The divergence in the growth of deflated 
investment outlays is clear, but it is even more marked in the growth of 
the ratio of investment to net income originating in the two sectors. In 
current dollars, for example, 1948 outlays for plant and equipment in 
manufacturing were up by about 160 per cent of the 1945 level, while 
outlays for buildings and machinery in agriculture had increased by 
over 200 per cent of the 1945 amount. In deflated dollars, 1948 invest- 
ment in manufacturing was up by two-thirds of the 1945 volume, while 
in agriculture such expenditures were up by 110 per cent of the 1945 
amount. The ratio of investment to net income originating hit an all- 
time high for agriculture in 1948, but in manufacturing this ratio never 
reached the heights attained in the twenties or in 1937. 

Agriculture’s relative gain of liquidity may not have been responsi- 
ble for investment in that sector outstripping investment in manufac- 
turing. I have not related investment to changes in the stock and age 
of equipment, tax structure, or other familiar influences on capital for- 
mation. In one crucial respect, though, the two industries were in a 
similar position: both emerged from the war with a backlog of demand 
for capital equipment. It seems likely that farms’ favorable liquidity 
situation was an important permissive factor, or necessary condition, 
for the extent of the postwar investment boom in agriculture. 

It is interesting, also, to examine the extreme changes in these two 
sectors’ liquidity during the recovery of the thirties, though this means 
straying from wartime experience. By 1932, the ratio of bank deposits 
held by farmers to total farm debt had fallen to its lowest point. Quick 
ratios for the National Bureau samples of manufacturing corporations 
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had reached their highest points. The ratio of investment to income 
originating in agriculture had at the same time sagged more sharply 
than in manufacturing. Then, from 1932 to 1937, agriculture gained 
liquidity, while the asset-debt ratios of manufacturing steadily de- 
clined. Agriculture’s liquidity ratios reached a prewar peak in 1937; 
those of manufacturing, a prewar low in 1938. Meanwhile, interest 
rates on loans to both sectors of the economy declined, except for a 
sharp increase in rates in Northern and Eastern cities during 1938. On 
balance, especially in view of the agricultural credit policies of the 
federal government, farming experienced a considerable gain in liquid- 
ity in comparison with manufacturing. With a lag of about a year, in- 
vestment by agricultural firms rose relative to investment by manufac- 
turing corporations. From 1933 to 1938, agriculture’s investment out- 
lays increased more sharply than those of manufacturing; in 1938 they 
fell less preciptously than those of manufacturing. The ratio of invest- 
ment outlays to income originating in agriculture outstripped the cor- 
responding ratio in manufacturing from 1933 to 1940. 

This analysis—indeed, this method of approaching the problem— 
can provide no measure of the liquidity-elasticity of expenditures. It 
offers only bits of evidence that may help in forming qualitative judg- 
ments. These exploratory bits of evidence are consistent with the fol- 
lowing imprecise but not unimportant propositions: (1) Monetary 
events affect outlays in more ways than merely through some average 
of observed interest rates. (2) They surely affect investment outlays 
when the expected productivity of capital is comparatively high; e.g., 
during a state of perpetual mobilization. Such general propositions may 
seem self-evident to many persons. They deserve further emphasis 
only because, even if widely accepted, they are at the same time widely 
ignored. 


DISCUSSION 


Henry C. Wacuicu: It is a pleasure to have an opportunity of comment- 
ing on two such thoughtful and stimulating papers as those of Mr. Tobin 
and Mr. McKean. The pleasure is all the greater because I find myself in 
substantial agreement with their over-all position. 

Both speakers have been concerned with aspects of the problem of ex- 
penditure determination. Mr. Tobin has discussed various versions of the 
theory that traces the relations between the volume of assets or wealth and 
the volume of expenditures. Mr. McKean has discussed the influence of 
liquidity upon expenditures. Mr. Tobin has been concerned in the main with 
the consumer and with the division of his expenditure between saving and 
consumption. Mr. McKean has been interested chiefly in investment decisions. 

The two effects in question—the asset or wealth effect and the liquidity 
effect—are quite distinct, as Mr. Tobin has observed. But when one looks 
into the mechanism of motivation underlying either one of them, a basic 
similarity becomes apparent which may be worth drawing attention to. The 
view that, other things being equal, greater wealth will be associated with a 
higher propensity to consume presumably rests upon the expectation that 
when future needs and contingencies are taken care of by a large enough 
stock of assets, there is less pressure to save from current income. This same 
provision for future needs and contingencies can be achieved to some extent 
by an increase in the liquidity of a smaller stock of wealth, which therefore 
would tend to have a similar influence upon current expenditures. 

A valuable service is performed in giving emphasis to these determinanis 
of expenditure that usually are much less noted than income and interest 
rate. At the same time, however, it is important not to go too far. For my 
own part, I find myself very much in agreement with the skepticism ex- 
pressed by Mr. Tobin regarding the practical significance of the assets effect. 
Two separate sets of circumstances must be distinguished in this connection: 
cyclical fluctuations leading to ups and downs in the real value of money and 
fixed claims, owing to price changes, and secular growth in the real wealth 
of the community. Skepticism is justified particularly with regard to the 
cyclical case. 

An increase in the real value of money and other fixed claims is conceivable 
in a community where these constitute the main forms of wealth, if we simply 
compare two equilibrium situations in one of which prices are very much 
lower than in the other. But in a cycle, we must also consider the path by 
which we got from one price level to the other. It will be evident, then, that 
this downward path will be strewn with the wreckage of bankrupt firms and 
lost jobs, and that it will have been accompanied by a great contraction of 
equity values. Against these negative effects, the greater purchasing power 
of money and of such claims as have maintained their full price will be but 
a feeble offset. Of course there are expansionary factors in such a situation 
that eventually are likeiy to bring on recovery. That a widespread sensation 
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of greater wealth will be among them is not plausible, however. In a boom, 
the same holds mutatis mutandis. The reduction in the real value of the 
money supply that is accomplished by inflation is very effective in stopping 
inflation, as Mr. McKean has remarked. But this happens because people 
find themselves short of cash in relation to the volume of their expenditures 
and not because their relative shortage of cash makes them feel poor. 

For the long run, the proposition that greater wealth, however defined, 
will make for a higher propensity to consume seems more promising. Mr. 
Tobin’s warning that this will not happen if each succeeding generation be- 
comes more ambitious about what it wants to bequeath to the next is worth 
noting. Nevertheless, in an environment of high estate taxes and generally 
declining significance of family fortunes, we need perhaps not be too much 
concerned about this possibility. But there is a more basic doubt. Perhaps 
we are being a little unsubtle when we assume that better protection against 
future needs and contingencies makes people less concerned about them. In 
a different sphere, it has been noted by many observers that consciousness of 
danger seems to vary inversely with the distance from that danger. I am 
thinking of the many reports of travelers to Europe who have found that 
almost anywhere in Europe the conscious fear of war is less than it is on this 
side of the Atlantic, and that it diminishes the farther east one gets, right to 
the most exposed outposts, Berlin and Vienna. Is it not likely that some- 
thing analogous happens the closer one comes to the danger of immediate 
economic hardship? Those who are closest to it are, by and large, those who 
have made the least financial provision to meet it. The accumulation of a 
backlog of savings removes us farther from the possible effects of a rainy 
day, but does it remove our concern over the prospect? If it does not, then 
the power of secular accumulation to increase the propensity to consume may 
be limited, on the basis of the motivations here at issue. It may well be, of 
course, that there are other channels through which secular accumulation 
eventually reduces investment and saving without necessarily leading to 
unemployment. 

These are on the whole discouraging conclusions. They are discouraging 
particularly because the asset effect, in the form of the Pigou effect, has been 
acclaimed as providing a kind of missing link in the Keynesian model. Inso- 
far as we are primarily concerned with model building, the doubts about 
the quantitative significance of the effect are not decisive, of course. We 
simply have to allow, in our model, for a further decline of 50 or 90 per 
cent in the price level. But for an explanation of real phenomena, we prob- 
ably shall do well to adjust the model. 

If it was the task of Mr. Tobin to deflate, in some measure, the theories 
of which he spoke, Mr. McKean has been in the fortunate position of being 
able to make a convincing case for his side of the picture. He has emphasized 
the liquidity-elasticity of expenditures, with particular reference to the in- 
vestment decisions of firms. 

“Liquidity” is not a variable that is easily quantified. It is associated with 
risk and thus to some extent subjective. Hence it has been stressed much less 
by economists than the interest rate, and, in the general discouragement 
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about the interest rate, it has tended to suffer along with all the rest of 
monetary theory and policy. Mr. McKean’s observations have been par- 
ticularly significant because they have emphasized the pervasiveness of the 
liquidity effect. It is often argued today, and in a technical sense quite cor- 
rectly, that a good part of our business firms have become largely independent 
of outside financing. Consequently, it is said, they cannot be “reached” by 
monetary policy measures. Mr. McKean has shown that all firms, whether 
they borrow or not, are to some extent affected by whatever alters the 
liquidity of their assets and liabilities. 

It may be worth noting that in most current discussions stressing the effec- 
tiveness of monetary management, emphasis is placed upon the role of the 
lender rather than that of the borrower. I am inclined to think that this is 
the proper approach, and I do not suppose that Mr. McKean has meant to 
change that emphasis by saying relatively little about the lender. Where I 
think the importance of his observations lies is in the stress placed upon the 
liquidity considerations of the great range of firms who need not borrow but 
whose liquid resources are not almost limitless. 

I should like briefly to review the asset effect and the liquidity effect in 
the light of recent experience and policy. One instance that comes to mind 
immediately is the great increase in liquid asset holdings that took place in 
the United States during the war. We are all familiar with the powerful in- 
fluence that this new-found wealth is believed to have had upon consumer 
spending after the war. It would not be correct, however, to attribute this 
influence to the asset effect proper except very partially. It could hardly be 
said that people spent a greater proportion of their income because their 
accumulated wealth was greater. Rather, a certain increase in wealth, in the 
more or less predetermined form of liquid assets, had been forced upon them 
during the war, while they were being starved of certain goods. This was not 
in accordance with people’s preferences. Consequently they changed their 
position by spending part of their wealth or changing its composition so as 
to have more durable goods and fewer liquid assets. This is rather differer 
from the asset effect proper. 

A second instance that comes to mind is the rise in fixed income securities 
that took place in Britain after the war, as a result of the easy-money policy 
pursued by Dr. Dalton. It is reported that this rise contributed to an expan- 
sion of consumption expenditures, partly of a luxury nature. Again, however, 
this cannot be attributed to an asset effect except perhaps to a minor extent. 
What people were spending was not a greater fraction of their regular in- 
come but part of their capital gains. In other words, what was making itself 
felt was chiefly the relation between income and consumption. 

Mr. Shaw has warned us against an attempt to isolate effects too neatly, 
of dissecting and pasteurizing them until nothing of reality or importance is 
left. With this I very much agree. When we want to assess the significance 
of some event or condition, we must see it in the whole. We must not delude 
ourselves that a thing is unimportant because we cannot trace our isolated 
“effects” very clearly in its particular case. At the same time, however, when 
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we are discussing effects rather than events and conditions, I think it pays 
to separate them clearly. 

Finally a word about recent policy experience. For the first time in many 
years, we have just been thtough the experience of credit restraint applied 
with some vigor to curb inflation. As always in such cases, the evidence for 
its effectiveness or ineffectiveness is hard to put together. Mr. McKean’s re- 
marks, however, will at any rate have the effect of making us look for evidence 
over an area broader than might immediately suggest itself. The simple view 
of the matter would be to look for loan applications that were denied, for 
security issues that had to be shelved, and, in consequence, for inventory and 
investment expenditures that were not made because of this shortage of out- 
side financing. Mr. McKean has shown that we must look farther afield. Any 
firm that found its receivables turning over more slowly, its payables pressing 
a little harder, its other liquid assets a little less readily salable, and its 
access to bank credit somewhat less assured than ordinarily, must have been 
affected in its expenditure policy. Even though there may have been no in- 
tention to seek outside financing, the change in the internal liquidity position 
must have affected inventory policy, credit terms to customers, and perhaps 
even investment plans to some extent. A proper study of the liquidity effect 
may help us to discover useful evidence regarding the working of monetary 
policy. 


FISCAL THEORY 


AN APPRAISAL OF CURRENT FISCAL THEORY 


By Paut J. STRAYER 
Princeton University 


I 


The marked change in fiscal theory in the past twenty years makes 
it impossible to state exactly what should be included within this 
branch of economics or is generally accepted as the prevailing view. 
Many recent theoretical developments having implications for fiscal 
theory have not yet been incorporated into it. Many tentative hypothe- 
ses advanced by fiscal theorists have not yet proved their worth. It is 
therefore necessary to make clear at the outset that this is an appraisal 
of a rather vague body of doctrine on which most fiscal theorists do 
not themselves agree. 

There are many writers who limit the field of fiscal theory to that 
area most recently developed: the analysis of the short-run income, 
employment, and price effects of government taxation, spending, and 
debt policies. The intense interest in this area is the result of the Great 
Depression, World War II, the development of modern income analysis 
by Keynes and his followers, and the rapid improvement of national 
income accounting and national income statistics. It is reflected in the 
overwhelming emphasis on this type of analysis in economic journals 
and monographs. There has thus been a tendency to neglect the more 
traditional analysis of government fiscal operations with its emphasis 
upon the maximization of the national welfare assuming given re- 
sources and the problem of equitably distributing the burden of taxa- 
tion. Modern fiscal theory has also neglected the effects of fiscal policy 
on the rate of growth of the total product at levels of full, or close to 
full, employment. Finally, fiscal theorists have ignored, or have at best 
given inadequate attention to, the problem of relating economic con- 
siderations to the political and administrative aspects of the problem. 
One reason for these tendencies has been the fact that much of the 
work in the field has been done by economists who have been primarily 
interested in the field of business fluctuations. Few of the recent in- 
novations have been the work of the men or women trained in the old 
field of public finance. 

In this paper fiscal theory is defined in the broad sense. There are, 
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then, at least four distinct aspects of fiscal theory requiring separate 
appraisal: (1) Fiscal theory in the narrow modern sense concentrating 
on the effects of government fiscal policies on total effective demand in 
the short run. (2) Analysis of the problem of using government fiscal 
powers to maximize welfare assuming limited resources, (3) The effect 
of government fiscal actions upon the long-run growth of the economy 
and upon productivity. (4) The analysis of the process of government 
fiscal operations in political and administrative terms and their rela- 
tion to the achievement of both economic and general social goals. 

All these types of theory must eventually be integrated. Analysis of 
the total results of government actions, so that informed choices be- 
tween alternative courses of action can be made, requires political econ- 
omists to perfect their tools so that all of the variables can be con- 
sidered at the same time. One of the most serious limitations of current 
fiscal theory is its inability to do this job. The result has been that prac- 
titioners have tended to use the theory that seems best able to answer 
the short-run problems of the moment and have not been aware of its 
limitations. This has been encouraged by the frequent excursions of 
theorists into the field of public policy and their tendency to make 
excessive claims for their recommendations. 

Looking at the record, the recent achievements are nevertheless im- 
pressive. The possible implications of government spending and taxing 
and the effects of a budget surplus, deficit, or balance at different levels 
are much more clearly understood than ever before. Fiscal theory has 
clearly demonstrated the ways in which governments can significantly 
affect income, employment, and prices. Models based on more or less 
realistic assumptions can suggest the limits or extreme magnitudes of 
alternate budget policies. Although fiscal theory cannot suggest a single 
program certain to check depression or inflationary developments, it 
has shown how many routes there are to achieve a given end. 

This is no small achievement. Whereas prior to the development of 
modern fiscal theory governments were considered impotent in face of 
depression and unemployment, it is now generally accepted that gov- 
ernments have the power to correct any major deviation from the 
normal. Whereas the processes by which continued deficit or surplus 
financing afiected income, employment, and prices were only crudely 
understood, it is now possible to describe much more fully the reper- 
cussions of any specific policy. As a result it is possible to hope for 
more rational use of governmental powers. 

Not the least important contribution of current fiscal theory has 
been its aid in bringing the field of public finance back into the main 
stream of economics. The work of twenty years ago contrasted with 
that of the present day reveals the relative shift in emphasis. Except 
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for their work on tax incidence and the related effects on production 
and consumption patterns, the older writers tended to ignore the effects 
of fiscal policy on total income and expenditures. The balanced budget 
was generally accepted as a norm and fiscal theory generally favored 
taxes insensitive to fluctuations in income and employment. 

The tremendous growth in the influence of government fiscal policies 
upon income, employment, and prices and the development of fiscal 
theory have taken place concurrently. If the theory had not evolved, 
the need would still have been obvious. The possibility of relegating the 
influence of government to the background is hoped for by many who 
fear recent trends and dislike high taxes and big government. Realists, 
however, cannot find any basis for either the “withering away of the 
state” or accomplishing this objective by direct means. This fact makes 
imperative an accurate and practical fiscal theory for the appraisal and 
guidance of government fiscal policy. There can be no neutral or auto- 
matic fiscal policy in any meaningful sense. Our responsibility is to 
improve fiscal theory so that it can be used to make decisions on the 
basis of fact. 


II 


The limitations of modern income analysis and the fiscal theory 
based upon it are well known although there are still many practi- 
tioners who make extravagant claims for it. Precision is often gained at 
the cost of realism or depends on hindsight. Although valuable, the 
basic equations of the Keynesian theory are static, and if the assump- 
tions of relative stability of the basic psychological propensities are 
upset, the predictive value of most Keynesian analysis breaks down. 
In contrast to the position taken by some fiscal theorists in the dis- 
cussion of the early versions of the Employment Act of 1946, there are 
few who would now claim that fiscal theory can be used to predict 
accurately levels of consumption and investment demand. Interest in 
the stagnation thesis has given way to concern about perpetual infla- 
tion. Theorists now agree that the short-run consumption function can 
be radically altered by the impact of events often not subject to sys- 
tematic appraisal and are less concerned with danger that saving will 
increase with the growth of real income. 

The results of this experience have brought about a healthy reaction, 
and work now under way and studies completed have stressed the in- 
fluence of leads and lags and have developed some interesting hy- 
potheses as to the reasons for the variability in the basic propensities 
of the original analysis. As a result, the ability of fiscal theory to sug- 
gest the range of variation in response to a given stimulus from govern- 
ment has improved, if only to make clear the uncertainties in many 


cases. 
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Major difficulties stand in the way of improving our ability to de- 
velop short-run aggregative fiscal theory to the point where it can give 
more specific answers. First, is the fact that the exogenous forces which 
hit the economy without warning are often the major determinants of 
both individual and business behavior via their effect on expectations. 
‘The impact of the Korean war is an extreme example of this sort of 
development. 

Second, is the difficulty of anticipating the effects of given fiscal 
policies when the levels of expenditure, debt, and rates of taxation are 
substantially greater than ever before maintained over any period of 
time other than full-scale war. At some rate schedule, the reaction of 
the taxpayer will change from acquiescence to hostility and in the 
process may lead to significantly different and unpredictable results. 
An example of this process is found in the provision for automatic 
escalation of wages under the General Motors type of agreement. As 
long as sales and excise taxes are reflected in the Consumer Price Index 
of the BLS any increases in sales or excise tax rates will bring about 
an automatic upward adjustment of wages with all the secondary reper- 
cussions of such an event. In other words, the wage earner has found 
an indirect method of effectively resisting the burden of higher tax rates 
and of escaping a reduction of his disposable money income. 

A more direct but similar reaction may follow an increase in the 
bic rates of the personal income tax under current conditions if labor 
can get wage increases to maintain take-home pay. In both cases the 
results will be altered by the degree of tightness of the labor market. 
It is possible that current rates of taxation, the prevailing political 
climate, and pressure group balance will make it impossible to make 
any further tax increases effective in the sense that they truly reduce 
total demand. Equal doubt has been suggested about the effectiveness 
of higher corporation tax rates in the current scene. 

A third problem that is generally recognized and not yet solved is 
the response of the economy to changes in both the volume and liquid- 
ity of its assets. This involves analysis of the effects of changes of both 
monetary and debt claims and the stock of real goods and capital 
equipment. The tendency of many fiscal theorists to claim for fiscal 
policy a precision not accorded to monetary policy should now embar- 
rass those who have followed recent developments. Changes in habits, 
changes in institutions, and the importance of durable goods in the 
average standard of living all have their effects on the response to 
changing conditions of money and credit which in turn have been 
determined largely by fiscal policies in recent years. Fiscal theorists 
have only lately been forced to realize that debt management policies 
are often as important as the process of expansion or contraction of 
debt. Full recognition of these facts has not yet been worked into 
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fiscal theory and is still resisted by some fiscal theorists. I am forced 
to conclude that the fiscal theory of the future must include most of 
monetary theory as well. Certainly the tendency of many current fiscal 
theorists to depreciate the significance and potency of monetary influ- 
ences has been extreme. It is my conviction that it has made the infla- 
tion of the postwar years much larger than should have been the case. 

Finally, it is necessary to repeat the common observation that the 
newer fiscal theory has not yet solved the problem of maintaining high 
levels of employment without inflation. This is largely the result of 
the imperfections or lack of precision noted above. In addition, recogni- 
tion of the fact that political and administrative processes are involved 
is essential to the perfection of a theory so that it can be used to give 
even qualified answers to this question. The dilemma of the conflict 
between full employment and inflation also reveals the weakness of 
aggregative analysis. The possibility of maintaining full employment 
without inflation depends largely upon the maintenance of price, wage, 
and profit relationships consistent with this goal. Until general eco- 
nomic theory is developed to the point where it can determine when 
the proper relations exist, a fiscal policy which attempts to guarantee 
full employment will almost certainly be inflationary. Attention is now 
focused on the importance of pressure group activity as a source of 


inflationary pressure. There still remains the inflationary effect of 
monopoly and the lack of downward price flexibility or factor mobility 
required to achieve or sustain constant levels of full employment with- 
out inflation in face of changes in tastes and technology. 


III 


The second area of fiscal theory—the theory of maximization of 
social welfare—has also grown in significance as the level of govern- 
ment expenditures and taxation has increased. The problem is com- 
plicated by the fact that there are different problems of analysis when 
government makes transfer payments, purchases the product of private 
industry, or hires and manages the factors directly. There is no ques- 
tion, however, that current levels of taxation and variations in the dis- 
tribution of the burden of taxation coupled with real and transfer pay- 
ments can change both total real income and its distribution so that 
significant distortions may result. The shift of governmental responsi- 
bilities from the local to the state level and from the states to the fed- 
eral level has also magnified the potential effects of specific decisions 
made at the highest level. The achievement of an equitable distribution 
of the costs of government also becomes more important and essential 
to political stability as levels of taxation increase. 

Current theory of how to maximize the social utility of the total 
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product of the economy, including both the private sector and the gov- 
ernment sector, is not much further along than it was twenty years ago. 
The theoretical work mentioned above, indicating the fact that there 
is always a possibility of directly stimulating private activity via tax 
reduction, debt management policies, or consumer subsidies as well as 
by public works, makes the problem of choice between more or less 
government activity rather than private activity areal problem even 
in the event of unemployment. The theory that government public 
works programs are costless to society if they result in the use of idle 
factors is clearly false as it assumes that this is the only way in which 
these factors can be brought into use. Welfare economics has yet to 
produce answers to such questions in terms that can be measured. 
Economists can state that logic requires government to carry its ex- 
penditures to the point where their marginal value is equal to their 
marginal cost to the taxpayer, but this has not been given any precise 
meaning. The theory of taxation according to the principle of equal or 
minimum sacrifice suggests either an unrealistic equalitarianism or 
remains of little practical use. Not the least of the difficulties in this 
field is the uncertainty of the theory of incidence and the failure of 
fiscal theorists to develop a general analysis of the repercussions of 
both taxation and spending so that both benefits and sacrifices result- 
ing from government action can be evaluated simultaneously. 

In face of these limitations, the work of most fiscal theorists has suf- 
fered, and reliance on some rule of thumb or vague judgment has been 
the rule. There is, however, some significant progress in the develop- 
ment of a better theory of budgeting so that at least the program of the 
government is presented and considered as a whole. If both the revenue 
and expenditure aspects are related and the facts are ordered in some 
rough fashion, some informed choice can be made. There is much yet 
to be done, and the process of perfecting government accounting must 
be continued so that performance or functional budgets replace ad- 
ministrative budgets reflecting the rather haphazard machinery and 
structure of government. 

One weakness that must be watched is the tendency for partial an- 
alysis to be abused or to be unconsciously misleading. For example, 
emphasis upon the desirability of increased government spending in 
the great prewar depression was used by some theorists or practitioners 
as an excuse for neglecting the problem of choosing the most advan- 
tageous expenditure projects. Expediency or prejudice was often the 
sole justification for the policy recommended or pursued. Although 
better than unemployment, the social inefficiency and the possibility of 
abuse of government powers for the benefit of special interests made 
such a policy inexcusable. 
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The fact that most government services are free or are for purposes 
such as defense makes it doubtful if there can ever be a precise theory 
that will permit the maximization of the social interest. A better theory 
of tax incidence and some theory of imputation of the value of benefits 
of government outlays should help, however, in at least laying the facts 
on the table for whatever subjective evaluation the public wants to 
make. 

IV 

Fiscal theory analyzing the effects of government fiscal policies upon 
the long-term growth and productivity of the economy also becomes 
more important as the level of expenditure and taxation increases. Rela- 
tive rates and different types of tax systems require appraisal from 
this side if the process of raising the revenues currently required is not 
to become a serious source of friction reducing the rate of economic 
growth, 

To date there has been little progress in the development of the 
theory of the effects of taxation upon individuals’ incentives to work. 
Psychology will ultimately have to provide the basic analysis. Attempts 
to measure the effects empirically or by questionnaire are suspect, as a 
controlled experiment cannot be conducted and individual responses 
to questionnaires may often merely represent special pleading. Al- 
though some evidence can be found in the experience of other countries, 
there is always the question of the relative importance of tax policies 
and other conditions prevailing in the country in question. For ex- 
ample, the high rate of taxation in Great Britain is alleged by many to 
have led to absenteeism and withholding of effort. How much this is 
the result of taxes and how much it is the result of the shortage of goods 
and their rationing are impossible to determine. Similarly, direct controls 
and allocation of basic materials may lead to greater reaction by per- 
sons in managerial positions than the effects of taxation. 

Increasing interest and some progress have been achieved in analysis 
of the possible effects of taxation upon the investment or risk-taking 
process. One of the most important considerations remains, however: 
the weighing of the elements of rate structure, the special provisions of 
the law and their administration, and the particular circumstances of 
the time as reflected in expectations. The fiscal theorist must depend 
upon the development of a better general theory of investment before 
he can answer such questions. 


V 


My final criticism of current fiscal theory is that it has largely neg- 
lected the practical administrative and political aspects of the problem. 
Even the most widely accepted fiscal theories can soon break down 
under the test of practical application. The predominant view of 


1] 


FISCAL THEORY 145 


theoretical economists is that this is not the concern of the economist 
and that he has no special competence to undertake such an analysis. 
The inadequacy of much of what has been written by economists in this 
field supports this view but suggests to me that this is a deficiency that 
should be corrected by broadening the scope of their investigations 
rather than ignoring the issue. The political scientist has no better 
luck when he tries to incorporate economics into his analysis. What is 
needed is more work in the field of political economy. For many years 
the field of public finance consciously covered administrative and po- 
litical aspects of the problem. The main fault of the older work was 
that it did not have enough economics in it. It did recognize the fact 
that there could be no government policy worth mentioning without 
finding means of execution. It was also clearly understood that the 
chances of abuse or distortion in the process of taxation, debt manage- 
ment, or expenditure programs made the analysis of conditions con- 
ducive to effective administration equally important with the analysis 
of the results that they hoped would follow. 

With the growth of the influence of government have arisen other 
problems requiring similar political and administrative analysis. These 
are the long-run implications of alternative fiscal policies for the main- 
tenance of an effective market system and the secondary repercussions 
of different measures on different sectors of the economy. In choosing 
among alternate fiscal policies it is essential that their effects on the 
economic and political structure be considered. Failure to develop 
analysis of this aspect of fiscal policy may lead to permanent changes 
in our economic and political structure that are not wanted and could 
have been avoided. 

This position is not one that questions the value of theory or abstract 
analysis but is rather a statement that in the field of governmental 
financial operations it is essential for the theory to include all elements 
that may prove to be of significance either directly or indirectly. In 
making decisions on issues of public policy, the political economist can 
offer no scientific evidence to answer the many questions involving 
the aims or goals of society, but he can and should be able to show the 
possible methods of achieving the ends desired and the costs or implica- 
tions of the attempt to achieve them in different ways. The process of 
democratic government assumes an informed electorate. The failure 
of fiscal theory to include certain secondary repercussions of fiscal 
policy may be just as serious a fault and may mislead the public as 
much as a false theory. 


VI 


This appraisal has emphasized the limitations of fiscal theory, but 
it is hoped that it has suggested certain practical results. First, that 
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there is need for a broader approach to the problem. Only in this 
way can real precision be achieved. Second, that caution must be used 
in the application of the limited theoretical equipment now available. 
This is necessary because of the inability of fiscal theory to predict the 
magnitude of the income and employment effects resulting from gov- 
ernment stimulus or from a repressive governmental fiscal policy. 
Further limitations are revealed when social welfare goals and practi- 
cal political and administrative processes are considered. A flexible 
fiscal policy is generally favored. However, as long as the United 
States is a democracy, legislative control over taxation and expenditure 
will be maintained. Opportunities for special interests to gain their 
advantage at the expense of the public increase with larger budgets. 
Legislatures are reluctant to accept the tentative conclusions of the 
economist and are jealous of their rights and privileges. The direct 
impact of taxation upon constituents is clear and immediate and of 
much greater concern than its effect on total demand. A legislative 
body concerned with its political future is reluctant to vary either the 
level of taxation or expenditure frequently and at the request of some 
expert or according to some rule. Much more work needs to be done 
to find a practical solution to this problem. 

This leaves us with a dilemma. On the one hand, the lack of pre- 
cision of current fiscal theory suggests that timely flexibility in its 
application is essential but, on the other, realism about political and 
administrative processes and lack of ideas that can be used to over- 
come many of the legitimate objections to frequent changes makes us 
doubtful of the practicality of such a solution. I conclude, therefore. 
that fiscal theory can suggest effective solutions only in cases of major 
deflations and periods of unemployment and even here suffers because 
it cannot measure accurately both the direct and indirect advantages 
of alternative routes to full employment. In cases of major inflations, 
the problem is less well understood. Most theories of the older type 
require assumptions about the response of taxpayers that may not hold 
today and have not taken into account the possible complications 
arising from the debt and monetary developments. In intermediate 
situations precision is lacking in both theory and the practical pro- 
cedures to make it effective. Both a better theory and a governmental 
policy more in keeping with the practical limitations of fiscal theory 
are to be desired. The achievement of this end will depend largely 
upon the willingness of economists to broaden their attack on the 
problem and become involved in the more realistic, if not so appealing, 
problems of political economy. 
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ANTI-INFLATIONARY IMPLICATIONS OF ALTERNATIVE 
FORMS OF TAXATION’ 


By RicHARD GOODE 
International Monetary Fuid 


The traditional theory of public finance did not clearly describe the 
anti-inflationary effects of taxation, because its adherents lacked a 
developed theory of income. The orthodox rules of annual budget 
balancing and of taxation, however, imply that all taxes with the same 
yield have equal anti-inflationary effects. In the thirties many Key- 
nesians argued that progressive taxes reduce consumption less, and 
hence are less deflationary, than proportional or regressive taxes. This 
particular contention has been challenged in recent years, but the 
belief persists that, for one reason or another, taxes differ significantly 
in their anti-inflationary effects. Certain taxes are often considered 
inflationary under some conditions. 

The following discussion begins with a brief general statement of 
the formal principle indicating when and to what extent taxes are anti- 
inflationary. It then reviews some of the problems in applying the 
simple theory to individual income taxes, corporate profits taxes, and 
commodity taxes. The paper concentrates on the relative anti-inflation- 
ary effects of different taxes to the exclusion of the broader question 
whether heavy taxation, whatever its form, leads to inflation. 

Throughout I shall assume that government expenditures measured 
in constant prices would be the same, regardless of the type of taxes 
imposed or the total amount of revenue collected. This is a plausible 
as well as a convenient assumption with respect to the behavior of a 
fully sovereign government having access to the power to borrow and 
issue money, 


General Principles 


Inflationary pressure exists whenever aggregate demand tends to 
exceed the available supply of goods and services, valued at stable 
prices. If the excess demand is held in check by direct controls but not 
eliminated, the result is what has come to be called a state of sup- 
pressed inflation. If the excess demand is allowed to work itself off at 
such a rate that the price level rises rapidly, open inflation appears. 

The formal principle governing the anti-inflationary effect of taxa- 


* Messrs. Sidney Alexander, David Finch, Sho-Chieh Tsiang, and Herbert Klarman have 
read an earlier draft of this paper and made very helpful criticisms and suggestions. 
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tion is easy to derive from this definition of inflation. Taxes are anti- 
inflationary when they narrow the gap between total demand and 
supply. Any tax is anti-inflationary if it reduces money demand more 
than it curtails the supply of goods and services (valued at stable 
prices). The more the tax reduces spending and the less it cuts produc- 
tion, the more anti-inflationary it is. 

Comparison of the anti-inflationary strength of two taxes, therefore, 
requires appraisal of their impact on consumption and investment de- 
mand and on production. An important complication arises from the 
fact that the potential anti-inflationary effect of reducing demand may 
be partly or wholly offset by a fall in production. For example, taxation 
that drastically cuts consumption may impair ability or willingness to 
work efficiently. In a wealthy country, however, taxes that restrain in- 
vestment present more clearly the necessity of considering both the 
demand and supply sides of the inflation problem. 

Expenditures for construction of capital equipment and plant are a 
part of total demand for real resources in exactly the same sense as 
consumption or government spending. In the period before an invest- 
ment begins to yield a real return, which may range from a few weeks 
to several years, it is just as inflationary as an equal amount of other 
expenditures. If the project is completely unproductive, the initial in- 
flationary impact is the end of the story. 

A productive investment, however, at some time in the future begins 
to throw off a stream of goods that could not be produced by employ- 
ment of the same amount of all other factors in the absence of the new 
capital. This additional output is demand-absorbing. Unless factor 
incomes grow along with output, the additional real product will in 
time exceed the remaining stimulus to demand attributable to the 
original investment outlay and will begin to exert a downward pressure 
on prices. This point will ordinarily be reached more quickly for short- 
lived investments, which yield a high rate of gross return, than for long- 
lived projects, on which the annual real yield is small relative to original 
cost. A stage of falling prices will never be reached if, as often happens, 
productivity gains are fully absorbed in higher profits and wages. 

In one extreme type of inflationary situation investment may con- 
tribute promptly to stabilization. When production has been inter- 
rupted by war devastation or other catastrophe, certain strategic types 
of investment are essential to resumption of normal activity and may 
yield large returns almost immediately. Growth of production may help 
restore confidence in the currency and make the population more wil- 
ling to hold accumulated cash. 

The more usual inflation arises mainly from the pressure of demand 
on fully employed productive resources. Under these conditions a tax 
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deterrent to investment relieves immediate inflationary pressures but 
eliminates a future deflationary influence. When the inflation problem 
is expected to be of short duration, perhaps soon to be replaced by a 
threat of unemployment, taxation and other measures to suppress Cur- 
rent investment are clearly advantageous. When the outlook is for a 
longer inflationary period, the immediate gain from curtailing invest- 
ment must be balanced against the possible future loss. One argument 
for choosing the immediate gain is that its supposed future cost is un- 
certain and may not be realized. A more important consideration is 
that day-to-day control of inflation helps forestall speculation, flight 
from the currency, and other spiraling effects. Under most circum- 
stances taxation that discourages investment, especially long-lived 
projects, is an effective part of an anti-inflation program. 

Taxes that reduce the labor supply raise issues similar to those posed 
by taxes that restrain private investment. If, for example, high marginal 
rates of taxation discourage women and young people from seeking 
employment and older people from continuing work and make over- 
time work less attractive, production is immediately curtailed. The 
accompanying decrease in disposable income of workers and other pro- 
ductive agents will reduce demand by an equal amount only in the 
limiting case in which the marginal propensity to spend out of this 
income would have been one. Although this limit may sometimes be 
approached, it will seldom be attained. 

In contrast, a decrease in investment expenditure is a decrease in 
demand. Therefore, I conclude that, although taxes which diminish the 
labor supply and those which discourage investment have the common 
characteristic of curtailing both production and demand, differences in 
timing and extent of these effects are sufficient to warrant quite differ- 
ent judgments about their short-run consequences for the price level. 
Taxes that cause less work to be done may actually be inflationary 
because the drop in production is immediate and is likely to be greater 
than the fall in demand. A decline in investment, on the other hand, 
ordinarily lessens short-run inflationary pressures because it im- 
mediately cuts demand but adversely affects production only at a later 
time. 

The practical significance of this judgment is rather limited because 
it is never possible to determine with confidence the influence of a par- 
ticular tax on either investment or labor supply and because taxes will 
nearly always have other, and often more important, effects. It does 
seem, however, that from the point of view of inflation control the 
allegation that a tax will discourage investment is not a convincing ob- 
jection to it, whereas the possibility that a tax will reduce the amount 
of work done must be counted as a genuine disadvantage. 
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Individual Income Taxes 

A full assessment of the anti-inflationary effects of individual income 
taxes would cover many topics ranging from subtle theoretical points 
to questions of practical politics and administration. Rather than at- 
tempting such a review, I shall confine my remarks to the significance 
of the degree of progressivity, which is one of the most interesting and 
important aspects of the subject. Income taxes are, of course, the major 
progressive element in most revenue systems and offer by far the widest 
scope for deliberate choice of the degree of progressivity considered 
desirable on economic and broader social grounds. 

The most important aspect of progressivity seems to be the extent 
of automatic response of tax collections to changes in money national 
income. With unchanged progressive rates, tax liabilities rise more than 
proportionally when income increases. Especially when liabilities are 
promptly collected, as through withholding, a progressive tax system 
is a powerful brake on an inflationary expansion of money incomes. 
In order to achieve equal yield from proportional or regressive taxes 
in a period of rising income, frequent rate adjustments would be neces- 
sary, which may not be feasible in view of inevitable delays in the legis- 
lative process. 

I shall pass over the built-in flexibility of progressive taxation, how- 
ever, with this brief mention. The more interesting theoretical problem 
is to compare the anti-inflationary implications of taxes that yield equal 
amounts of revenue. I turn therefore to the question whether, given the 
amount of revenue to be raised, the degree of progressivity significantly 
affects the impact of taxation on private demand or !abor supply. The 
discussion relates specifically to alternative individual income tax 
schedules but may also be construed as a partial comparison of the 
progressive income tax and regressive or proportional commodity taxes. 

Many students of fiscal policy are now inclined to minimize differ- 
ences in the effect of progressive and regressive taxes on total consump- 
tion. The once widely accepted belief that progressive taxes reduce con- 
sumption significantly less than regressive taxes was based on the as- 
sumption or observed fact that on the average high-income families 
consume a smaller percentage of their disposable income than do low- 
income groups. This, however, does not necessarily mean that high- and 
low-income groups react differently to changes in disposable income. 
Obser ed decreases in average propensity to consume as income rises 
may be perfectly consistent with a uniform marginal propensity to 
consume. The marginal propensity to consume is the same in all income 
classes if consumption is a linear function of disposable income and 
the curve does not intersect the origin. If the marginal propensity to 
consume is in fact uniform, a redistribution of income will not affect 
the total volume of consumption. 
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Consumption functions derived from American consumer budget 
studies have been interpreted as indicating a uniform or nearly uniform 
marginal propensity to consume over the range where most income is 
found. In higher income brackets the marginal propensity to consume 
seems to decline, but the significance of this is limited because these 
groups account for only a small fraction of total income and consump- 
tion. 

The available budget studies, however, do not provide direct evi- 
dence on how families react to changes in tax liabilities. The usual 
assumption is, for example, that the family whose disposable income 
is cut from $4,000 to $3,800 by a $200 tax increase spends the same 
amount as the family previously at the $3,800 level. A prompt reduc- 
tion of consumption, however, is difficult and unpleasant, and the first 
adjustment may be to maintain spending by cutting current saving, 
drawing on past accumulations, or resorting to credit. These alterna- 
tives are, on the average, more accessible to high-income groups than 
to low-income families, This fact may account for at least a temporary 
difference in the impact of more or less progressive taxes. But, in the 
absence of statistical evidence, I hesitate to assign much importance 
to this possibility. 

Another consideration with respect to the degree of progressivity is 
the impact of taxation on investment. This effect is harder to appraise 
than the influence on consumption, because hardly anyone is prepared 
to maintain that investment bears a simple functional relation to dis- 
posable income of investors. Nevertheless, it seems reasonable to sup- 
pose that highly progressive taxes will ordinarily curtail individual 
investment in business assets and in corporate securities more than 
will less progressive taxes. This judgment is based on the assumption 
that recipients of large incomes are more active investors than small 
savers and the fact that, even with loss offsets, progressive taxes cut the 
reward for risk taking in relation to the amount at risk more than pro- 
portional taxes do. The greater effect on investment may offset the 
possibly lighter impact of progressive taxation on consumption demand. 

With regard to labor supply, neither deductive reasoning nor avail- 
able empirical studies indicate whether taxation on balance stimulates 
or discourages work. It does seem, however, that a progressive tax is 
more likely than a regressive tax to discourage overtime work and out- 
side employment of wives and dependent children.’ This consideration 
suggests the advisability of caution in setting at least the first one or 
two bracket rates of the income tax, but in the present state of knowl- 
edge I am not convinced that the problem becomes important until tax 
rates are much higher than they now are in the United States. 


*For a fuller discussion see my article, “The Income Tax and the Supply of Labor,” 
Journal of Political Economy, October, 1949, pp. 428-437. 
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My conclusion with respect to the individual income tax is that the 
amount of revenue raised is the principal determinant of its anti- 
inflationary effect and that, with a given large yield, differences in 
progressivity of rates have little influence on total private demand. 
Although I doubt that the point is yet in sight, I recognize the danger 
that rates can become so high and steeply progressive that the result 
is an inflationary decrease in hours worked. 


Corporate Profits Taxes 


Corporation income and excess profits taxes are a well-established 
part of the politics of emergency taxation in the United States. Their 
economic claim to inclusion in an anti-inflationary tax program is less 
clear but in my opinion nevertheless genuine. Heavy corporate taxes, 
admittedly, raise some special problems. 

Corporation taxes check investment because they reduce the antici- 
pated return and restrict funds available to finance new investment. In 
an inflationary period many types of investment may remain attractive 
despite high tax rates, especially if the high taxes are considered tem- 
porary. But the reduction in possible retained profits, which are an 
important source of corporate financing, imposes a restraint that can- 
not be wholly ignored in investment decisions. Management is often 
reluctant to seek outside funds and, when disposed to do so, may find 
such financing difficult to obtain on favorable terms. Corporate taxes 
will be especially effective in cutting back investment when internal 
financing cannot be readily replaced by floating new securities or by 
bank loans. These taxes, therefore, may be advantageously used in 
conjunction with a restrictive credit policy. Of course, when investment 
is subject to rigid allocations and other direct controls, its volume may 
be only remotely related to the prospective return or availability of 
financing. For this reason, the anti-inflationary function of corporate 
taxes may be less important during an all-out war, when comprehensive 
direct controls are likely, than in a period of rearmament or peacetime 
inflation. 

Corporation taxes also restrict consumption by stockholders, but this 
effect is small relative to the net revenue yield. Especially when profits 
are high and rising, corporate taxes are likely to come largely from 
undistributed profits rather than dividend income of shareholders. 
Furthermore, a reduction in dividend payments does not result in an 
equivalent decrease in stockholders’ disposable income because divi- 
dends received are subject to individual income tax, on the average at 
rather high marginal rates. Corporation taxes paid at the expense of 
retained profits probably reduce consumption to some extent by di- 
minishing shareholders’ opportunities for capital gains and value of 
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their assets, but the iniluence on consumption of this part of the tax 
yield is surely much weaker than that attributable to a direct reduction 
in current disposable income of consumers. 

Corporation taxes are often recommended as part of a stabilization 
program on the grounds that wage increases can more easily be held in 
bounds if profits after taxes are kept in line. This argument undoubt- 
edly has merit, but I believe that it has often been overemphasized. 
Although union leaders do cite high profits after taxes as a justification 
for wage increases, profits before taxes are the income share available 
for division between workers and employers. 

Low corporate taxes and high profits after taxes may be an invitation 
to wage demands, but these conditions also may strengthen both the 
ability and determination of employers to resist the demands. When 
the marginal rate of tax on profits is low, the employer bears the major 
part of the cost of any wage increase that he cannot pass on in the form 
of higher prices. When tax rates are high, additional wage payments 
are largely at the expense of the treasury, and employers may grant 
union demands without a real struggle. 

In the absence of government wage controls, I doubt that the severity 
of corporate income and excess profits taxes has any uniform and pre- 
dictable short-run influence on wage rates. 

High corporate tax rates may be a political price that union leaders 
demand for acceptance of wage controls. If this is so, the corporate 
taxes may, by a somewhat strained construction, be said to be anti- 
inflationary in the sense that they are a prerequisite to a useful direct 
control measure. This line of argument involves a type of political 
speculation which economists cannot easily avoid but for which they 
will do well to consider themselves strictly amateurs. 

The inflationary implications of wage increases require further ex- 
amination, but I find it convenient to defer this to the discussion of 
commodity taxes, where the relation between wage demands and tax 
policy again receives attention. 

High marginal rates of taxation on profits, as under an excess profits 
tax, may make firms lax in controlling costs and may induce outlays 
for advertising, employee welfare programs, and the like that would 
not be undertaken if the firm had to bear the whole cost. Efficiency 
will be impaired if the taxes, by lowering private marginal costs below 
social marginal costs, induce entrepreneurs to use an excessive amount 
of productive factors. Such an effect is especially undesirable at a time 
of full employment, and it will add to inflationary pressures because 
output is restricted without a corresponding reduction in factor in- 
comes. On the other hand, the wasteful business expenditures may in 
part take the form of liberal payments for essential productive factors 
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and thus represent merely a transfer of funds to sellers of expensive 
goods and services. This type of wasteful expenditure will not afiect 
production and will increase spending for final output only if the mar- 
ginal propensity to spend of beneficiaries is greater than that of the 
firm incurring the costs or its stockholders. This is most likely to be so 
for the part of the expenditures taking the form of wages, if for no 
other reason, because taxes will take a smaller bite out of the income. 
Excessive outlays for purchases from other similarly situated firms and 
for compensation for high-salaried executives may have little conse- 
quence unless they increase government disbursements under cost-plus 
contracts. 

Although some conspicuous abuses could doubtless be cited, experi- 
ence of World War II and of the Korean war seems to be generally 
reassuring with respect to the danger of tax-induced wasteful expendi- 
tures. Basic productive operations are directed by technicians who by 
training and habit are disposed to hold down costs. Prudently managed 
firms will try to prevent lax and inefficient practices from becoming 
embedded in their cost structures in order to maintain their long-run 
competitive position, even when the short-run effect on profits after 
taxes is minor. Selling expenses and institutional advertising are perhaps 
the areas where extravagance is most likely. Of course, if high marginal 
tax rates come to be regarded as more or less permanent, customary 
safeguards against inflated costs may slowly weaken. 

In appraising the anti-inflationary effects of corporate taxes, 1 am 
inclined to discount the importance of their supposed influence on wage 
rates and wasteful expenditures. | am left with the conclusion that 
these taxes are a poor means of controlling consumption but are fairly 
effective in limiting investment, provided this is not already being done 
by direct controls. 


Commodity Taxes 


The place of commodity taxes in an anti-inflationary program has 
been subject to sharp differences of opinion. On the one hand, broad 
sales taxes and the traditional type of excises have been considered 
peculiarly anti-inflationary because of their predominantly regressive 
nature and their immediate impact on spending. On the other hand, 
these taxes have been opposed sometimes on the grounds that they im- 
pose much the same burden as the inflation which they are intended 
to prevent and more often because they are believed to stimulate in- 
flationary wage demands. The following discussion relates to taxes 
levied to absorb purchasing power rather than to those designed to 
ration goods in especially short supply. 

First, I want to try to clear up an apparent contradiction between 


| 
| 
(| 


FISCAL THEORY 155 


the common notions that commodity taxes are anti-inflationary and 
that they are paid by consumers in the form of higher prices. Com- 
modity taxes are anti-inflationary because they drive a wedge between 
prices paid by consumers and total returns to producers, with the dif- 
ference going to the government. By absorbing purchasing power, these 
taxes, like others, keep prices from rising as much as they would in the 
absence of effective direct controls. Nevertheless, consumer expendi- 
tures and retail prices—including taxes—will be higher when the gov- 
ernment uses commodity taxes to eliminate excess demand than when 
it relies on income taxes. This is true because commodity taxes absorb 
excess income only as it is spent, whereas income taxes intercept pur- 
chasing power before it reaches the market. Both kinds of taxes hold 
down producers’ incomes and thereby block a cumulative expansion of 
money demand. 

Paradoxical as it may seem, sales and excise taxes are most likely to 
be the immediate cause of a rise in the general price level when a 
system of effective price controls is in force. Increases in these taxes— 
unlike additional income and profits taxes—will usually be reflected in 
higher ceiling prices. A higher price level can be sustained by disburse- 
ment of “involuntary” savings which the public was previously ac- 
cumulating because the controls held their outlays for the available 
supply of goods below the amount that they would have been willing 
to spend. 

This type of price increase, however, differs fundamentally from an 
inflationary price rise in that the government rather than producers 
absorbs the proceeds. If real government expenditures and wage rates 
do not increase, prices are higher and available civilian supply in real 
terms and factor incomes is unchanged. The net effect is a reduction 
in excess income and inflationary pressure. In contrast, an ordinary 
price rise increases factor incomes, which support additional money de- 
mand, and propel the inflationary spiral. 

The essential difference between financing government expenditures 
by inflationary borrowing and by taxation that permits or causes prices 
to rise is that the tax method requires the price level to rise only once 
whereas the inflationary method requires continuously rising prices. 
In order to buy a constant real amount of goods and services, the gov- 
ernment that relies on inflationary borrowing must spend more and 
more, thereby driving prices higher and higher. 

With this general background, let us take up two major questions 
with respect to the anti-inflationary strength of commodity taxes. First, 
do consumers react differently to commodity taxes and income taxes? 
Second, are the potential anti-inflationary effects of commodity taxes 
likely to be offset by increases in parity prices and wage rates?’ In 
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discussing the individual income tax, I have already touched on a third 
major issue by pointing out that available evidence does not support the 
opinion that a regressive tax reduces total demand significantly more 
than a progressive tax. 

A special anti-inflationary advantage often claimed for commodity 
taxes is that they discourage consumption and promote saving. Com- 
modity taxes can be avoided by refraining from consumption, whereas 
the only legal escape from income taxes is to forgo taxable income. An 
increase in savings is a rational reaction to commodity taxation if con- 
sumers expect the taxes to be temporary and anticipate declining prices 
in the future. Otherwise, the tax incentive to defer consumption is 
minor. The special deterrent to spending may be important when the 
public confidently believes that taxes will soon be reduced, but I doubt 
that it is significant when the date of tax reduction and the future 
course of prices are uncertain. Incidentally, consumers who remember 
the experience of World War II and its aftermath are likely to be 
skeptical about prospects for prompt repeal of emergency excise taxes. 

Another possible difference between income taxes and commodity 
taxes has been noted by E. Cary Brown. He suggests that, if the public 
has a certain type of money illusion, commodity taxes may restrain real 
consumption more than income taxes, even though the marginal pro- 
pensity to consume is the same in all income classes.’ Brown defines a 
pure money illusion as existing when consumption expenditures are a 
function solely of disposable money income. In such a world, individu- 
als would spend the same number of dollars out of any given money 
income, regardless of how much goods and services the dollars would 
buy. If, therefore, consumers’ money incomes remained constant while 
prices of consumption goods rose to reflect new sales or excise taxes, 
real consumption would decline by the full amount of additional taxes. 
If, on the other hand, consumers’ disposable incomes were reduced by 
additional income taxes, their consumption outlays would fall by a 
fraction equal to the marginal propensity to consume out of that part 
of their incomes. With a marginal propensity to consume of less than 
one, income taxes would reduce real consumption less than an equal 
amount of commodity taxes and would therefore be less anti-inflation- 
ary. 

Given the assumptions, this ingenious thesis seems to be valid. Its 
practical significance depends on how closely the necessary assumptions 
approximate reality. The money illusion probably never exists in pure 
form and certainly will not persist for a long time or withstand wide 
price fluctuations. Adjustment of thinking and spending habits un- 


*“Analysis of Consumption Taxes in Terms of the Theory of Income Determination,” 
American Economic Review, March, 1950, pp. 74-89. 
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doubtedly does lag behind moderate price changes, and this may be 
enough to introduce a signficant difference between commodity and 
income taxes. Brown’s thesis is an interesting contribution to tax 
theory, but perhaps more important is the point that, if the money 
illusion which he considers actually exists, it alone will retard infla- 
tion. 

One way in which the potential anti-inflationary effects of commodity 
taxes may be partly offset is through an increase in parity prices for 
agricultural products. The present farm price support program and 
price control legislation allow an increase in parity prices for any tax- 
induced rise in prices of items entering into the index of prices paid 
by farmers. If higher parity prices actually increase support activity 
or prices received by farmers, the anti-inflationary effect of the sales 
or excise taxes will be reduced. 

A more important consideration is the effect of commodity taxes on 
wage rates. It is often contended that wage increases, resulting from 
cost-of-living clauses in existing contracts or from fresh demands, may 
largely nullify the anti-inflationary effects of sales and excise taxes and 
may indeed sometimes touch off a wage-price spiral which will ag- 
gravate the inflation problem. Only a féw pessimists have suggested 
that income taxes may have similar effects. 

As usually stated, the argument that commodity taxes will push up 
wages seems to imply that this form of taxation raises the general price 
level or at any rate the cost-of-living index. I have already tried to 
show that indirect taxes actually limit the increase in the price level 
unless prices are being held down by effective direct controls. I am not 
prepared to say whether this has been the case in the United States in 
recent months. It is true, however, that retail prices including taxes 
will be higher when the government collects its revenues from com- 
modity taxes than when it imposes income taxes. I see no chance for 
adoption of proposals for excluding commodity taxes from official price 
indexes, and in view of the uncertainty of tax incidence I doubt that a 
correct adjustment could be made. 

It is hard to see why union leaders and members should feel so dif- 
ferently about a reduction in their purchasing power that takes the 
form of commodity taxes and an equivalent reduction in the form of an 
individual income tax collected at source. To be sure, many wage 
contracts provide for automatic adjustments when the cost-of-living 
index increases, and unions’ public statements on tax policy stress the 
difference between taxes. But other evidence suggests that workers are 
usually more influenced by changes in money wages than by equivalent 
changes in real wages resulting from price movements. One possible 
factor is that the union members consider the income tax fairer than 
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sales taxes because it is progressive and takes account of differences in 
personal circumstances and therefore they are less easily united in an 
effort to throw off the income tax. Even so, I still believe that we cannot 
safely assume that labor unions will always accept tax increases that 
cut take-home pay but demand reimbursement for increases in com- 
modity taxes. 

Another question is whether unions will be successful in their wage 
demands. When there are no effective government controls on wage 
rates, an increase in commodity taxes may stimulate unions to make 
demands that would have been successful in the absence of the “justi- 
fication” for them. But the result will ordinarily be only a speeding up 
of wage increases which would have come about fairly soon in any 
event. In the absence of wage controls, taxation probably has some 
effect on the extent and timing of successful wage demands, but, on the 
whole, differences in taxation seem to offer more by way of rationaliza- 
tion than genuine explanation of wage increases. 

When wage rates are subject to government controls which hold 
wages below the level that they would otherwise attain, the effect of 
taxation depends largely on the system of controls and the attitude of 
its administrators. As a matter of practical politics, consumption taxes 
may breach the control line even if they do not actually result in a net 
increase in the cost of living. Individual income tax increases are less 
likely to be accepted as a justification for higher wage rates. It appears 
that the condition most favorable to effective wage demands stemming 
from tax policy is the existence of a system of wage controls that is 
strong enough to hold back wage rates but flexible enough to allow 
them to rise in response to pressure. The political strength of union 
leaders and prevailing public attitudes toward unions and the stabiliza- 
tion program are significant in this connection. 

The final question about wage rates and taxation is whether an in- 
crease in wages is actually inflationary on balance. In the light of most 
recent discussions, the answer may seem so obviously in the affirmative 
that the question is hardly worth asking. If, however, the wage increase 
results merely in a transfer of income from profits to wages without 
changing total money income, it will be inflationary only to the extent 
that the marginal propensity to spend out of wages is greater than out 
of profits. As already indicated, the strongest reason for expecting this 
is that marginal income tax rates are lower on wages than on profits. 
It is possible, nevertheless, that when both investment and consumption 
are taken into account the difference in marginal propensities to spend 
will be minor in a period of capacity production. 

Wage increases, however, are usually viewed not merely as a redistri- 
bution of a fixed total of income but as the moving power in a cost 
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inflation that raises money income and the price level. Operation of the 
wage-price spiral depends on release of additional purchasing power to 
support it. Possible sources of the required purchasing power are a 
reduction in “involuntary” savings of consumers, previously accruing 
because of successful price control or rationing; additional government 
spending financed by expansionary borrowing; increased bank loans to 
business; and business dissaving. Perhaps it is reasonable to assume 
that some or all of these sources will nearly always be open, but I am 
not ready to admit that the government is powerless to control the situ- 
ation or that the spiral is inevitable in the absence of government 
action. 

A wage-price spiral is a genuine possibility, but there seems to be a 
tendency to overwork this explanation of rising prices. I doubt that 
autonomous wage demands have been an important factor in the in- 
flation that has occurred in the United States since the beginning of 
the Korean war. My guess is rather that union bargaining methods and 
contracts have held down wage rates during this period.‘ 

I am well aware that no firm conclusions emerge from the foregoing 
consideratior of the charge that wage increases will cancel out the 
potential anti-inflationary effects of commodity taxes. Although the 
assertion cannot be dismissed as groundless, I believe that it is subject 
to several doubts and qualifications. It is by no means certain that wage 
demands will actually be made because of the taxes, or if made will be 
successful, or if successful will greatly diminish the anti-inflationary 
influences of the taxes. Even with unfavorable wage developments, a 
substantial reduction in inflationary pressures seems likely. 


Summary and Conclusions 


Before venturing a final conclusion, I wish to summarize the paper 
by listing some of its main points. This enumeration necessarily omits 
qualifications, but I certainly do not intend to imply that all the points 
have been firmly established. 

1. Taxes that curb either consumption or investment are anti- 
inflationary, at least in the short run, because they ordinarily reduce 
total demand more than available supply. On the other hand, taxes that 
seriously discourage productive work may be inflationary because they 
have the opposite effect. 

2. Within feasible limits, differences in tax progressivity appear to 

*It is interesting to note that Mr. C. E. Wilson, president of General Motors, believes 
that his company’s wage contract, which includes a cost-of-living adjustment, has had a 
stabilizing influence but that an extra dividend distributed by the corporation “was one 
of the most inflationary things that General Motors had anything to do with in 1950, 


although there was no general criticism of paying such dividends” and considerable 
criticism of the labor contract (letter, Wall Street Journal, August 30, 1951). 
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have relatively little influence on total private demand when both 
investment and consumption effects are taken into account. 

3. Corporate taxes reduce demand by curtailing investment and, to a 
much smaller extent, by checking consumption. At high rates they 
invite wasteful expenditures, but the indications are that so far abuses 
have been confined largely to items such as selling and advertising 
expenses which are conspicuous but in most industries small in relation 
to basic production costs. 

4. Sales and excise taxes absorb purchasing power by diverting to 
the government a part of the money spent by consumers. When prices 
are subject to effective direct controls, these taxes may be reflected in 
a higher general price level, but this price rise, unlike an ordinary in- 
crease, is noncumulative. 

5. The common contentions that the anti-inflationary power of com- 
modity taxes will be partly offset by wage increases whereas corporate 
taxes provide a necessary political support for wage stabilization may 
have some basis, but seem to represent a somewhat oversimplified 
interpretation of both economics and politics. If unions are as power- 
ful and determined as this view implies, they are also in a position to 
throw off the income tax and can hardly be depended on to refrain 
from doing so. 

Finally, my judgment is that corporate profits taxes are usually 
somewhat weaker than individual income taxes and commodity taxes 
for purposes of inflation control. I believe, however, that differences 
among the major taxes are small. The traditional view that all taxes 
of equal yield have much the same anti-inflationary effect seems nearer 
to the truth than recent contentions that taxes differ greatly in this 
respect. Appraisal of the relative anti-inflationary effects of taxes is an 
interesting analytical problem and a useful guide for policy. But taxes 
seldom can be—and never should be—selected solely on the basis of 
their supposed anti-inflationary strength. 


DISCUSSION 


Cart S. SHoup: The assignment for each discussant at this session was to 
comment on points raised by either or both of the main speakers. I shall 
therefore roam somewhat unsystematically over a considerable area. Since I 
agree with almost everything that Dr. Goode and Professor Strayer say, most 
of the remarks to follow will be in the nature of additional considerations, or 
variations in emphasis. 

With respect to Dr. Goode’s penetrating analysis of anti-inflationary taxa- 
tion, I have only two technical points to raise before passing on to broader 
considerations. 

First, the reference to the “built-in flexibility of progressive taxation” may 
be taken to imply that, under inflation, a progressive tax yields a greater 
increase in revenue than a proportional or regressive tax. If the two taxes 
being compared are yielding the same amount of revenue before inflation 
takes hold, conditions may be imagined in which a regressive tax responds 
more to inflation than a progressive one. It depends on where in the income 
heirarchy and how strongly the regression or progression takes hold, com- 
pared with where the increases in income are concentrated. Generally speak- 
ing, therefore, we cannot say that the more progressive a tax (or a tax system) 
the more cycle-sensitive or inflation-sensitive it is. For an income increase at 
a stipulated point on the income scale, a more progressive tax of course 
brings in more added revenue than a less progressive tax, degree of progres- 
sion being measured by the rate of change in the marginal tax rate at that 
point. 

The second problem concerns Dr. Goode’s conclusion that “retail prices— 
including taxes—will be higher when the government uses commodity taxes 
to eliminate excess demand than when it relies on income taxes.” I agree with 
this conclusion,’ and wish merely to attempt to make somewhat more explicit 
the assumptions about timing and velocity that seem to be implicit in such a 
conclusion. The problem involves institutional features such as the expansi- 
bility of the credit system, business firms’ customs regarding mark-ons, and 
habits respecting the holding of cash balances. 

The following hypothetical case illustrates one possible set of assumptions. 

A government decides to increase its share of purchase of the total real 
product of the economy during the forthcoming period. Suppose that, in this 
economy, goods are produced, factor payments are paid, and goods are pur- 
chased, in that order. Without the change in the role of government, full 
employment at stable prices would, it is assumed, continue. The government 
may get its additional share of the goods by imposing an income tax, taking 
part of the factor incomes as they are paid, thus lessening the power of the 
factor owners to purchase, and using the income tax revenue to pick up the 
goods the factor owners cannot buy at unchanged prices. Alternatively, the 


*See also Harry Gunnison Brown, “The Incidence of a General Output or General Sales 
Tax,” Journal of Political Economy, April, 1939, and his “Correction,” ibid., June, 1939. 
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government may get its additional share of the goods by imposing a general 
retail sales tax. The owners of factors have the same money income as they 
would have had in the absence of the tax, but they are unable to buy all the 
output they used to, owing to the higher price; the government buys up the 
remainder with the revenue from the retail sales tax. Under the income tax, 
the government levies the tax before the factor incomes are spent. Under the 
retail sales tax, the government levies the tax after the factor incomes are 
spent. The difference in timing is important. 

But, it may be objected, the total of money flows during the period must 
be greater under the price-raising sales tax in this illustration than under the 
income tax. (I have attempted to illustrate this point in my Principles of 
National Income Analysis, page 248, No. 24.) This means that either the 
stock of money must be larger or the transactions velocity must be greater 
under the sales tax—and what is there about a sales tax that can increase 
either of these quantities? However, it seems likely that the kind of increase 
in velocity required to allow a higher level of prices under the sales tax can 
be obtained fairly easily without disturbing the payment habits of individuals 
or seriously inconveniencing business firms. The only requirement is that a 
given amount of money go from consumer to business firm to government 
(two payments) instead of from consumer to government (one payment, 
under the personal income tax). This kind of an increase in velocity is prob- 
ably much easier to obtain than an increase that requires a consumer to spend 
more than otherwise, out of an unchanged income and initial stock of money. 
It is the kind of increase in velocity that does not require any consumer to 
lower his average daily amount of cash balance on hand during the period. 
The business firms do have to part with some of the money received from 
sales, for a while, until it comes back to them in government purchases. It 
may be doubted that this pressure on working capital is strong enough to 
break down the initial effort of the business firms to add the tax to price. 

I pass now to a problem of definition. By an anti-inflationary tax we mean, 
presumably, a tax in the presence of which the general level of prices of 
products is lower than it would be in the absence of the tax. 

The phrase “lower than it would be in the absence of the tax” requires 
that we have in mind the public finance measure that would be in force in 
the absence of the tax: some other tax, change in borrowing (of a specified 
kind), change in cash balance, change in expenditures. Thus a certain tax 
may be inflationary relative to another tax, but anti-inflationary relative to 
borrowing from banks. Likewise, a certain tax may be inflationary relative to 
borrowing from individuals and anti-inflationary relative to borrowing from 
banks. The concept, “anti-inflationary,” is only a relative one. 

I infer from Dr. Goode’s paper that, except where he is clearly comparing 
two taxes, he is comparing what would occur under a specified tax with what 
would occur under the borrowing of the same amount of money, and, perhaps, 
borrowing in a manner that does not involve an increase in the money stock. 
In any event, that is the kind of comparison that is in mind in the following 
paragraphs. Even so, the danger of ambiguity is considerable. Suppose a 
situation in which prices will rise even if the added government spending is 
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financed entirely by a poll tax, but will rise even more if it is financed by 
borrowing of existing money, still more if it is financed by an income tax of 
a certain type, and still more if it is financed by the creation of new money. 
The income tax is then anti-inflationary in one sense but inflationary in two 
other senses, and neither of the taxes is inflation-checking. 

As Dr. Goode points out, a tax is likely to be inflationary if it reduces 
immediate output, largely by reducing work, since it cuts output more than 
it does spending, relative, we assume, to what would occur under borrowing. To 
round out the picture, we may note the possibility that a tax will both cut 
spending and increase output. This will occur if the tax causes an increase 
in the amount of work. Such a tax is strongly anti-inflationary. In between 
is the tax that reduces spending without affecting output. The tax causes an 
increase in the amount of work if its income effect exceeds its marginal effect; 
that is, if the tax takes so much money from the taxpayer, at his existing 
level of income, that it makes an added dollar so important to him that he is 
willing to work more despite the deterrent effect of the fact that the govern- 
ment will not let him keep for himself all that he gets from the extra work. 
If an individual’s income includes income from investments, then, as Pro- 
fessor von Mering has told us in The Shifting and Incidence of Taxation 
(page 110), the income effect may be very powerful relative to the incentive 
effect, so far as incentive to work is concerned. A professional man with a 
substantial income from investments may thus be induced to increase his 
working time by an increase in the income tax even if the tax carries a fairly 
high marginal rate. His incentive to invest may be affected, also, but not 
enough, at once, to upset the conclusions just drawn regarding work. 

The classification of tax measures as inflationary or anti-inflationary raises 
some interesting questions of policy. Among the anti-inflationary taxes, is 
there a prima facie case for selecting the one that is most anti-inflationary 
per dollar of revenue? Much of fiscal policy discussion seems to assume that 
the answer is yes. Dr. Goode’s view is surely the better one; namely, that 
taxes never should be selected solely on the basis of their supposed anti- 
inflationary strength. Moreover, the case against the anti-inflation effect as 
a criterion for selection among taxes may be put even more strongly. By 
analogy, we may recall the standard test that a tax should raise revenue. Tax 
measures fall into two groups: those that increase revenue and those that do 
not. But among the group of tax measures that increase revenue, choice is 
not to be made on the grounds that this or that tax raises more or less revenue 
per unit of rate. Equity, administrative feasibility, effect on output, and the 
other familiar tests must be brought into play. The tax system must raise the 
revenue set as the goal, but this gives no guide for selecting one pattern of 
taxation rather than another. So, also, once the aim is described as checking 
inflation rather than raising a stipulated amount of revenue, there seems to 
be no prima facie reason for preferring the tax that has the most inflation- 
checking power per dollar of revenue. The tax system must check the infla- 
tion, but the pattern of the system must then be selected on other grounds. 

One obvious test is the rate of interest desired. If a higher rate of interest 
is desired, the tax measure that has the smaller inflation-checking power per 
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dollar of revenue will be preferred: it is the one that will bring about the 
larger decrease in the stock of money. Again, considerations of equity in 
distribution of the tax burden will influence the choice. In short, the fact, if it 
is a fact, that a consumption tax checks inflation more per dollar of revenue 
than an income tax is not a reason for using it rather than an income tax. 
The fact that both of them tend to check inflation is a reason for using them 
rather than an inflationary tax, or no tax at all, given the aim of checking 
inflation by taxation. 

Professor Strayer’s thoughtful appraisal of the limitations of present-day 
fiscal theory should command general assent. However, it may give rise to a 
questionable inference; namely, that the relatively large amount of work that 
has been done in recent years on the first of the four aspects (“effects of 
government fiscal policies on total effective demand in the short run”) makes 
it advisable to allocate a larger portion of research during the next few years 
on the other three aspects, especially “the process of government fiscal opera- 
tions in political and administrative terms.” I am inclined to urge that the 
effect of government fiscal policies on total effective demand in the short run 
is still largely an unexplored field, and that before we begin to worry much 
about what political mechanism we shall support in order to get the proper 
measures adopted with the proper timing, much more in the way of alterna- 
tive blueprints should be prepared, with much more specification of measures 
and timing. This is a large task, requiring thousands of man-hours of experts 
trained in fiscal theory, national income analysis, and related disciplines. The 
time lags to be expected between date of change in tax laws, for example, and 
date of effect on spending and employment is not something to be figured out 
overnight when the depression strikes; Melvin White’s pioneering analysis 
(Personal Income Tax Reduction in a Business Contraction, 1951) indicates 
how much intellectual work is involved, if questions properly to be asked by 
Congressmen or others responsible for fiscal policy are to be answered when 
the time for action comes. To take another illustration: how much do we 
know about the timing factors in the anticipatory nonbuying that will surely 
result if the public senses the likelihood that excise tax reduction will be a 
part of an antidepression fiscal policy? With respect to the possible expan- 
sion of public works, what do we have in the way of a precise analysis of the 
effect of the Congressional distinction between authorization and appropria- 
tion, with its consequent tendency to create a shelf of public works? What 
of the quantitative relations between the amount of unemployment that is 
likely to occur in urban centers when the automobile and building booms 
taper off and the kinds of public works that are on the shelves? The laborious 
detailed planning of alternative means to meet the next depression has 
scarcely been started; and it cannot be done on the necessary scale by in- 
dividuals here and there in universities and private research groups. The 
federal government should have a group devoting all its efforts to this end. 

No doubt many of the research findings would be inapplicable in the par- 
ticular circumstances, whatever they may turn out to be, attending the next 
major downturn in business. But this is only the necessary wastage, so to 
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speak, in any such research carried on in advance of the time when it is to be 
applied. 

These remarks do not imply unlimited confidence that, given such research 
and application of the findings, major unemployment can be prevented by 
fiscal policy. For one thing, the lack of mobility of factors of production 
seems to be too great to allow us to be very optimistic. But at least, it is 
agreed, there can be no excuse for a recurrence of the catastrophe of the 
early thirties. And if fiscal policy is not to get a bad name by failing to do 
what is claimed for it, we need both to claim less and to work more before 
the next economic depression begins to unroll. 

There is at least this favorable prospect for fiscal policy in depression as 
compared with fiscal policy in inflation: more people will be disposed to do 
something about it. Inflation with full employment is an evil ihat seems to 
be considered as cured if we just succeed in staying where we are (at full 
employment, current price level). Depression is an evil that can be cured 
only by moving from where we are (to full employment, at current price 
level, or perhaps higher price level). Without necessarily subscribing to this 
refusal to seek a return to a somewhat lower price level while checking infla- 
tion, we may analyze the attitudes that appear to control policy. If, in the 
course of a steady inflation like that following the last war—an inflation that 
has already raised prices substantially—the government should today suc- 
ceed in holding prices where they were yesterday, it would be generally 
acclaimed as having won the battle. Nor would it seem impossible to win the 
battle so quickly, overnight as it were. This thought, half-formed perhaps, 
may have accounted for the relative tolerance shown to inflation day by day 
in the postwar period. It was an unwelcome tenant (to some) but one who 
could be ejected tomorrow. In contrast, once unemployment has grown sub- 
stantially, victory is defined in terms of returning to a prior position (full 
employment), which is clearly a difficult and time-consuming job, and there- 
fore one to be tackled at once. The unwelcome tenant has to be given at 
least several months’ notice. Perhaps, then, there is reason to hope that the 
federal government will act more promptly and more decisively in the event 
of a recession than it has acted during inflation. But the more work that fiscal 
policy economists have done beforehand, the easier it will be to get such 
action. 


HaroLtp M. Somers: Dr. Goode grants that corporate taxes are usually 
somewhat weaker than individual income taxes and commodity taxes for 
purposes of inflation control. He nevertheless adheres to his main contention 
that differences among the major taxes are small. This main contention is, 
however, open to serious question. It seems to be based on the underlying 
assumption that a given reduction in available consumption funds reduces 
total demand to about the same extent as does an equal reduction in available 
investible funds from individual and business sources. This fails to recognize 
adequately the fact that the relation between consumption demand and the 
availability of consumption funds is a very close and direct one, while the 
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relation between investment demand and the availability of investible funds 
from individual and business sources is an incomplete, indirect, and tenuous 
one which depends not only on the prospective rate of return—which may be 
significantly affected by taxation—but also on the availability of loan funds 
from other sources, including banks, insurance companies, and government 
agencies. Goode mentions these possibilities but minimizes their significance 
excessively, in my opinion. 

A similar question may be raised concerning Goode’s contention that com- 
modity taxes have a once-and-for-all inflationary effect while deficit spending 
has a spiral effect. The commodity taxes may play a part in an upward spiral 
of wages and prices as long as the larger monetary volume is accommodated 
by banks and other loan sources. If private credit is curtailed sufficiently, 
this will not occur; but neither will it occur in the case of government deficit 
spending under the same conditions. If private credit is restricted by an 
amount equal to government deficit spending, there is no spiral. In neither 
case can we reach any conclusion unless we know the state of private credit 
controls. In both cases there may be a spiral in the absence of adequate 
credit controls. We saw not long ago that private deficit spending could 
spark a boom just as effectively as government deficit spending. Thus the 
argument in favor of commodity taxes as an anti-inflationary device is weak 
unless there are strong private credit controls; but if there are such controls, 
the spiral effects of government deficit spending can also be offset. In short, 
I share Professor Strayer’s desire to incorporate monetary theory into fiscal 
theory. 

There is another important point we must consider before passing judg- 
ment on the effects of government deficit spending under present conditions. 
That is the question whether we have reached the point where tax rates are 
inflationary. Both Goode and Strayer have mentioned this as a possibility, 
but its significance for current fiscal policy deserves emphasis. Commodity 
taxes have some inflationary effect. Do income taxes cut production incentives 
and feed inflation? There is always the possibility, of course, that there exists 
a backward-sloping segment of the labor-supply curve so that higher taxes 
(hence lower net rate of pay) induce people to work harder in order to 
maintain net income after taxes. There are occasional reports of persons re- 
fusing to work overtime because of high marginal tax rates. But this situa- 
tion is not, nor is it likely to become, a common one under inflationary con- 
ditions. The well-worn example of the African natives who worked less the 
higher their rate of pay probably has few applications in this country. The 
nearest approximation to it is the university professor who refuses to teach 
an extra-compensation extension course at night as soon as his base salary 
rises to the point where he can live on it. There are few such cases. 

We probably still have some distance to go before higher income taxes 
will cut supply more than they cut demand. However, if we conclude that 
after a certain point higher tax rates will reduce supply more than they re- 
duce demand, and if this occurs in the foreseeable future, we face a dilemma. 
It is to be taken for granted, of course, that under inflationary conditions 
government spending should be cut to a minimum; but what if that minimum 
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is more than can be matched by noninflationary taxes? The government will 
spend the same amount of money in any case; and the government spend- 
ing, in and of itself, will have the same inflationary effect in any case. The 
question is whether raising the money through taxing or borrowing will have 
the greater anti-inflationary effect. In general, certainly, taxing will have the 
greater anti-inflationary effect. But if we have reached the point where addi- 
tional taxes would be inflationary, then the borrowing policy becomes the 
more deflationary of the two. At least borrowing (whether from the public 
or the banks) will draw off funds that might have been used to feed the 
inflation. (The magnitude of the anti-inflationary effect will, of course, vary 
with the source of the borrowed funds.) Should we nevertheless proceed to 
impose inflationary taxes to balance the budget just because the balanced 
budget has about it an aura of conservatism and sound judgment? If the 
only available alternative to a given inflationary tax is a deficit, how can we 
favor the tax and oppose the deficit in an anti-inflationary program? If we 
have reason to believe that the tax is inflationary, we should have the courage 
to assert that the deficit is deflationary! 

Professor Strayer’s suggestion for a merger of practitioners and theorists 
is a good one, and we can visualize teams of research workers acting together 
in harmony. But the suggestion runs into difficulties as long as practitioners 
do not understand the theories they apply and the theorists do not appreciate 
the practical difficulties their proposed policies will encounter—no matter how 
many meetings are held and no matter how many cocktails are served. A 
combined knowledge of economic theory and public administration is neces- 
sary. The chairman and the other speakers have succeeded eminently in com- 
bining the two. Such practical theorists are far superior to the venerated 
political economist of an earlier century who, when all is said and done, was 
still just a theorist. True, the scope of his theorizing was more extensive and 
more pretentious than that of the well-disciplined pure theorist of today, 
who at least behaves as long as he remains within his ceteris paribus walls 
and has sharp pangs of conscience whenever he steps beyond them. 

Strayer suggests that economists broaden their attack. This is all right as 
long as we remember that broadening is no substitute for deepening. An 
imprecise fiscal theory is not improved by an amorphous political hypothesis. 
Retreat to a wishy-washy political economy is no solution. It is necessary 
to have more precision and to confront both economic and political hypothe- 
ses with the facts. This is the direction in which research will inevitably go. 
Perhaps this field will even become known as “polimetrics.”’ But I shall leave 
it to others to suggest that we establish a “Journal of Polimetric Econometrics.” 
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MODERN INTERNATIONAL TRADE THEORY 
AND INTERNATIONAL POLICY 


By ARTHUR SMITHIES 
Harvard University 


I 


The theory of international trade has been traditionally linked with 
questions of policy—possibly to a greater extent than in other branches 
of economics. The Wealth of Nations might never have been written 
had its author not been preoccupied by international questions. And 
throughout the entire classical period practical controversy dominated 
the growth of theory. This of course was largely true of the classical 
economics as a whole, and therein lay its strength. Theorists asked and 
attempted to answer meaningful questions dictated by the practical 
requirements of the times in which they lived and wrote. Although they 
gave some tragically bad answers—such as the Malthusian population 
theory—they did on the whole ask the right questions. 

The neoclassical and modern theorists of the “pure” variety have 
tended progressively to divorce their theory from the requirements of 
practical policy. In fact, the current fashion is to regard policy ques- 
tions as somewhat beneath the pure theorist; contemplation of policy 
issues is supposed in some way to interfere with pursuit of the “scien- 
tific” method. Consequently, all we are supposed to expect from the 
theorist is answers to those questions that his techniques enable him 
to pose and answer. The theorist tends to say that if he cannot answer 
your question, it lies outside the field of economics. We too infrequently 
retort that if he cannot answer this question, so much the worse for his 
theory. To illustrate what I mean: How many Ph.D. candidates are 
prepared to give a yes or no answer to the question, ““Do you believe 
that as a general rule removal of trade restrictions is a good thing?” 
In my opinion that is a meaningful question, but those who are pre- 
pared to answer it in a forthright way are usually older economists 
whose theory is not quite up to date. 

To make matters worse, the theorist has been throwing away his 
tools for the last fifty years and has not replaced them. The utility 
analysis of Jevons, Marshall, and Edgeworth has now all but dis- 
appeared and with it most of the content it was supposed to contain. 
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Today welfare economics stands revealed as almost devoid of content,’ 
and the most eminent contemporary authority on pure theory assures 
us that all that can be said about international trade is that some trade 
is better than no trade. And I suspect that if Professor Samuelson did 
not have a lingering affection for Adam Smith, he could prove by 
similar methods that some pattern of restriction is better than free 
trade. But all this is not much help from a policy standpoint unless it is 
true that an attitude of agnosticism toward the general question of 
trade restriction is the best one to have. 

No wonder the General Theory was like rain on a desert and pro- 
duced a revival of enthusiasm that had not been paralleled since the birth 
of political economy. It enabled those who accepted it to give answers 
to some of the burning questions of the hour. Those economists who 
dislike some of the answers have largely themselves to blame. It is up 
to them to produce theories that give the right answers, not to rely on 
theories that give no answers at all. As it is, the Keynesian analysis of 
income effects is the most potent single influence in international eco- 
nomics at the present time. 

Keynes hoped that the “wisdom of Adam Smith and the teachings 
of modern theory” were happily combined in the Fund Agreement (and 
in the ITO Charter). In his posthumous article in 1946, he proclaimed 
his misgivings that the balance was too heavily weighted against Adam 
Smith, and I feel sure that the intervening years would have confirmed 
those misgivings. It seems to me that the drift—I use the word drift 
advisedly—of modern theory has aided, abetted, and rationalized the 
disintegration of the world economy and has failed to point the way 
to a workable world system. The reason for this failure is, I believe, 
that much of modern theory is not so much wrong as that it deflects 
attention from the major issues. Whereas the classical theory gave some 
wrong answers to the right questions, modern theory has preoccupied 
itself unduly with giving the right answers to the wrong questions. 


II 


Modern theory has, I believe, promoted economic nationalism 
through its agnosticism with respect to restriction and its emphasis on 
gains from trade and through the effect on policy of income analysis— 
which, though indispensable as a basis for a better world system, has 
in fact had a perverse and disintegrating effect. 

The modern attitude toward trade restriction to which I have 
already referred is of course not new. It began in fact with John Stuart 
Mill. While he was a staunch free trader, he first brought into refine- 
ment the theory of the gains from trade, which he regarded as an argu- 


*See I. M. D. Little, Welfare Economics (Oxford, 1949) 
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ment for free trade. If it could be shown that both parties could gain, 
in varying degrees, from trade, surely it was in their interest to leave 
trade free. To support the free-trade argument, he found it necessary 
to refute only quaint arguments such as Carey’s contention that it is a 
mistake to allow the manure that results from the consumption of our 
food to fertilize foreign soil. But his successors—Marshall, Edgeworth, 
and the rest—realized that Mill’s gains from trade argument left a hole 
in the free-trade thesis that was big enough to.drive a wagon through. 

Nevertheless, free trade had great powers of survival as a belief, and, 
up till the Great Depression, economists in general were prepared to 
accept tariffs only by exception, and the exception was usually con- 
nected in some way with the requirements of economic development. 
That, it seems to me, was a workable and reasonably satisfactory 
theory. The modern agnosticism becomes more serious because of the 
new forms of protection—exchange control and import control—which 
can be applied at the discretion of administrators and can impose 
definite limits on imports. 

The modern argument for restriction is based on the view that one 
country can gain at another country’s expense, but it infrequently car- 
ries through and shows what will happen when the losing country re- 
taliates (Scitovsky’s notable article is one of the rare discussions of 
retaliation in modern theoretical literature). By and large, the theorist 
can only attempt to demonstrate gains from trade on the assumption 
that other things remain equal. It is almost self-evident that the pur- 
suit by every country of its own advantage on the ceteris paribus as- 
sumption can lead to a state of affairs where no one is better off. I also 
suspect that the theorist would find it impossible to prove that any 
single country is likely to be better off under a general regime of re- 
striction than it would be under general free trade. But propositions 
such as these probably have to depend on rough heuristic judgments 
and consequently find no place among the refinements of modern 
theory. They are, however, extremely relevant to policy. 

Despite the disrepute of welfare economics in general, the gains-of- 
trade argument is gaining in popularity. One rarely hears an interna- 
tional economic discussion that does not involve the net terms of 
trade; and changes in the net terms of trade are coming to be regarded 
by economists as a satisfactory and unambiguous measure of changes 
with gains from trade. This fashion seems to me to be offensive to 
theory, history, and common sense. Businesses which have profited 
from improving their terms of trade have been restrictive monopolies, 
but business success has usually come from the cheapening of products 
and the expansion of markets. In the international field, reliance on the 
terms of trade as a guide to policy inevitably implies resort to policies 
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designed to restrict the volume of world trade. I have never yet heard 
a successful refutation of the theory that states that a contraction of 
world trade is generally detrimental. The fact that the usual type of 
theorizing cannot pronounce on its validity reflects on nothing but the 
usefulness of our theoretical methods. 

The restrictive consequences of the terms-of-trade argument have 
been exacerbated by the theory of inelastic demands. Statistical ma- 
nipulations purport to have shown that the demands for the exports 
and the imports of any country for which statistics exist are inelastic. 
Consequently, international adjustments, whether by devaluation or 
deflation, can only be accomplished at the cost of a severe worsening 
of that country’s terms of trade. It also follows from the same argu- 
ment that currency appreciation or inflation will improve a country’s 
terms of trade and consequently its economic welfare. 

The weaknesses of the statistical foundations for this theory have 
been demonstrated by Professor Orcutt (in his article in the May, 1950, 
number of the Review of Economics and Statistics) among others, and 
I need not go into them here. Suffice it to say that its conclusions should 
appear suspicious on common-sense grounds. Why should demands be 
generally inelastic in the international field and not in domestic mar- 
kets? Or are we asked to believe that all demands are inelastic? If so, 
we could prove that economic life is extinct. Unfortunately, no one has 
yet discovered how to calculate elasticities correctly; and in practical 
affairs a statistic, however flimsy, carries an inordinate weight. Quali- 
tative criticism of its foundations is of little avail. An alternative figure, 
whether spurious or not, should be produced by someone with the 
public interest at heart. As of now, devaluation is regarded as a 
remedy of last rather than first resort, and I fear economists have been 
partly responsible. They are responsible, not only for the calculations, 
but for their failure to emphasize the consequences of the alternative to 
devaluation, which under modern conditions must be import restriction. 
The weight of current economic opinion, sanctified by the ITO Charter, 
seems to be that import restriction is a suitable alternative. Recall that 
the Fund Agreement leaves devaluation to the initiative of the 
country; it cannot be proposed by the Fund. 

Thus arguments about the gains from trade which were originally 
designed to fortify the free-trade argument have in modern times 
tended to have a contrary effect—largely because they helped to under- 
mine the very thesis they were supposed to strengthen. 


Ill 


An understanding of the relation of national income and employ- 
ment to international trade and payments is of course indispensable 
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for the re-creation of a workable trading system. It requires no elab- 
orate theory to convince countries that depression spreads like the 
plague. They can observe that for themselves and cannot be expected 
to refrain from attempts to insulate themselves. It is now generally 
recognized that high and reasonably stable levels of income are the 
first requirement for international order. 

I hope it will also become recognized that no country can be ex- 
pected to avoid minor fluctuations in its income, but that when it per- 
mits such fluctuations to occur it has responsibility to minimize their 
international repercussions. It should be a major objective of policy for 
every country to avoid creating the conditions under which other coun- 
tries invoke the escape clauses of the ITO Charter. Nevertheless, I am 
inclined to think that our increased knowledge of income effects has so 
far promoted economic disorder rather than order. Although the 
Keynesian analysis enabled Mrs. Joan Robinson (in her Essays on the 
Theory of Employment, 1937) to give a more lucid account of the dis- 
ruptive “beggar-my-neighbor policies” (her phrase) than had been 
given before, analysis of the foreign-trade multiplier has lent its sup- 
port to import restriction and export subsidy as an easy and apparently 
painless remedy for unemployment. Of course, it is well recognized that 
all countries simultaneously cannot solve their employment problems 
in this way, but under modern conditions a single country acting alone 
may not even be able to do so. To take the most obvious instance: 
under present conditions of dollar scarcity, import restriction by the 
United States can easily create a corresponding reduction in U. S. ex- 
ports, and no increase of employment may result. Similarly, restrictions 
by Continental Europe against imports from the sterling area may fail 
to increase employment for the same reason. It may be objected that 
I should not criticize a general theory by pointing out its failure to 
apply to special cases. But the trouble is that practical men tend to 
apply general theories to special cases. 

Unemployment problems are not the pressing concern of the present 
time. The problem of the moment is how countries should deal with 
balance-of-payments deficits that result from domestic inflation. Our 
theory of income effects has ruled out deflation in the minds of econo- 
mists on the grounds that it creates unemployment. The alternative of 
devaluation arouses at most divided support because of the skepticism 
concerning its effectiveness to which I have already referred. Conse- 
quently, the use of quantitative restrictions on imports to correct 
balance-of-payments difficulties receives the support of many econo- 
mists. 

No economist with any sense or sympathy is willing to recommend 
the creation of unemployment as a remedy. But we may have been too 
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ready to assume, on the basis of our theoretical models, that deflation 
always implies unemployment. There may be room in economic an- 
alysis for the additional concept of disinflation-—not merely as a weasel 
word for deflation but as a term that denotes the amount of deflation 
that can be accomplished without creating appreciable unemployment. 
European experience since the war suggests that disinflation in this 
sense may be possible. If disinflation is a valid concept, it is of the 
utmost importance that it be incorporated in economic theory. 
However, inflation seems to present an insoluble dilemma. Govern- 
ments usually inflate because they lack the strength to prevent inflation. 
Unless the inflation is under control, there is danger that devaluation 
may merely increase the inflation. And import restriction disrupts 
world trade. The most satisfactory solution appears to be that adopted 
by the European Recovery Program—that increasing productivity is 
indispensable. But if that course is adopted, things have to get worse 
before they get better. Increased productivity usually requires in- 
creased investment, and that adds to inflation in the short run and 
creates new balance-of-payments difficulties. I am not prepared to 
argue that better theory can do much to avoid the difficulties that arise 


from inflation. 
IV 


The characteristic of most of our modern and neoclassical theorizing 
is that it is based on static assumptions and relates to the allocation of 
given amounts of resources. It thus loses sight of many of the major 
issues and concentrates attention on questions that it may be impossible 
to answer. Economic theory may be able to work out an optimum alloca- 
tion of resources under ideal conditions, but these have little if any value 
where all the conditions cannot be met. Granting that universal perfect 
competition or universal free trade may procure an optimum alloca- 
tion, it does not follow that the introduction of perfect competition 
in a single industry or free trade in a single country will be a move 
in the right direction. 

Arguments based on improved allocation may run into a serious 
contradiction. Everyone agrees that it is impossible to de-allocate and 
reallocate beyond narrow limits. The arguments, even though based on 
static assumptions, can only point to the direction in which economies 
should grow. But the measures taken to achieve the reallocation may 
destroy the conditions for growth on which the reallocation depends. 
In that event, efforts to reallocate may merely result in restriction. 
This point seems to me to be particularly relevant when it is argued 
that allocation can be improved by controlling international trade. 

By good luck or good management, the classical economists kept out 
of the bypaths of modern theory that do not seem to lead anywhere. 
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Someone said of Adam Smith, “That wily bird had never heard of 
marginal utility,” and I see much more point in the remark today than 
I did as a student. 

Had Ricardo been asked his opinion on a new restriction of foreign 
trade, I am sure his first questions would have related to the effects 
of the new measure on wages, profits, and the rate of capital accumula- 
tion. Had Adam Smith been asked the same question, he might well 
have asked himself whether the new measures affected the ability of 
countries to find employment in foreign trade for capital which could 
not be profitably employed at home—a much more sensible question 
than Ricardo was prepared to concede. 

I am not suggesting that the classical economists asked precisely the 
right questions and still less that they provided the right answers. But 
I do feel that they asked the right kind of questions from the point 
of view of usefulness to the policy maker. These are matters that are 
worth our reflections, providing that they do not lead merely to a 
nostalgia for the past. No useful purpose can be served by those who 
urge that we must go back, say, to the international gold standard and 
support their arguments with nothing but dogmatism or emotion. The 
arguments that have already been discredited by modern theory cannot 
be revived. But some of the conclusions to which those arguments led 


may still be relevant from the point of view of the requirements of the 
future. 


V 


The theory of international trade should, in my opinion, center 
round the requirements of an expanding world economy. I believe that 
the process of expansion is the one thing that prevents economic rela- 
tions between groups within an economy from degenerating into politi- 
cal acrimony. Similarly, in the international field, it seems likely that 
competitive and destructive restriction may be the inevitable fate of a 
world economy that does not expand. 

A general and reciprocal lowering of the level of protection among 
countries is only likely to be possible if the world economy is expand- 
ing. Even the great achievement of the GATT in the reduction of 
tariffs may be nullified if domestic industries suffer; and they will suf- 
fer unless the total market is growing. On the other hand, general 
reduction of protective restraints can encourage general expansion. 
Even though conventional theory may throw little light on the subject, 
it is undeniable that the free trade within the United States has con- 
tributed to the economic growth of the country. It seems to me that 
an argument for tariff reduction on the ground that a wide market area 
promotes growth is a good deal stronger than one based on improved 
allocation of productive resources. 
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The requirements for an expanding world economy necessarily in- 
clude an adequate flow of foreign investment and multilateral trade. 
There is no need for me to emphasize the need for capital in the unde- 
veloped areas, and it is hard to see how those areas can expand if their 
freedom to trade is limited by the restrictions of a “colonial system.” 

The present regime of inconvertible currencies hampers multilateral 
trade and reduces private foreign investment to a trickle. Private 
investors will keep their funds at home unless they can be assured 
that the returns from foreign invesment will be convertible. Unless 
convertibility is restored to the major currencies of the world, eco- 
nomic development, on which so much depends, will depend on govern- 
ment grants—even if political tensions are eased. But a majority of 
economists, as well as governments, do not seem, to be particularly 
concerned with convertibility as a policy objective at the present time. 
They are more preoccupied with calculations of the terms of trade. 

While I have argued that economic arguments may have quickened 
nationalistic tendencies, it is too much to hope that argument alone will 
reverse the trend. I have no sympathy whatever with the highly vocal 
minority of economists who seem to believe that vehement protest will 
restore order to the international economy. Under present-day political 
conditions it is futile and unreasonable to expect governments to 
permit their domestic policies to be dominated by the requirement of 
adherence to an international standard. On the other hand, if countries 
insist on pursuing their domestic policies without regard to interna- 
tional consequences, an orderly international system is unlikely if not 
impossible. 

It should be a main preoccupation of economists to work out a 
reasonable compromise between domestic and international objectives. 
The most important element in such a compromise is a different atti- 
tude with respect to exchange rate adjustments. A regime of fixed 
exchange rates which both governments and economists tend to favor 
will work only if deficit countries are prepared to deflate and surplus 
countries to inflate, which they refuse to do. Frequent exchange rate 
adjustments therefore seem necessary unless we are prepared to accept 
the progressive growth of restrictions and the indefinite postponement 
of a return to convertibility. 

As economists we have given insufficient attention to the way in 
which a flexible exchange rate system should operate. Is it feasible 
or desirable to have a system of free exchange rates? Or should rates 
be managed with the aid of stabilization funds? Should national gov- 
ernments be free to make such adjustments as they desire or should 
the authority of the Fund be made a reality? 

From the point of view of promoting economic expansion, fluctuating 
exchange rates may be less desirable than fixed parities—under ideal 
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conditions. But with the world as it is, fluctuating rates plus converti- 
bility seem far preferable to relatively fixed rates supported by re- 
striction. 

I am quite ready to admit that I am entirely wrong in my approach. 
The days of general principles and clear-cut policies may be gone 
forever, and, somehow or other, a succession of ad hoc solutions 
to problems as they arise may eventually yield a workable system, and 
one of the minor casualties in the process will be the theory of interna- 
tional trade. 


i 
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DISCUSSION 


Grorce A. Etiott: In the two papers above, the current position of the 
theory of international trade has been explored and evaluated. It has been a 
great pleasure to hear, once more, Professor Viner’s precise and agile ex- 
position; but I have not read his paper and there is danger that I may mis- 
interpret him. Professor Smithies’ terse and stimulating paper I have read; 
and, though I have not been able to meditate upon it as long as I could wish, 
I had intended to confine my remarks to it. However, the two papers cover 
so much common ground that it is difficult to discuss one while avoiding the 
other. I agree with much of both papers; and my remarks in part must there- 
fore be repetitive of one or both speakers—often inadequately identified. 

I like Professor Viner’s “universes.” They allow a great deal of liberty in 
choosing analytical methods; and they permit great differences in the objec- 
tives by which success in analysis is to be judged. In particular they suggest 
that results need not be judged, in all universes, solely by their immediate 
relevance to decisions on matters of policy. Professor Viner warns (and there 
is probably need for the warning) that we should not confuse the universes 
and behave in one as though we were in another. However, movement from 
one to another implies some degree of continuity in thought and action; and 
communication backward and forward should surely be encouraged. 

Professor Smithies complains that the use of highly abstract models has 
fostered agnosticism and Professor Viner confines their use, primarily, to his 
second universe. I do not wholly disagree with these views but my eclectic 
disposition prompts me to say a word in support of the abstract model, not 
only as a method of achieving elegance and rigor (or in my case seeing it 
achieved), but as helping to provide a framework for some, though of course 
not all, of the kinds of analysis appropriate in the other universes. An ab- 
stract model taken by itself is neither useful (except as an interesting in- 
tellectual exercise) nor dangerous (unless it is misapplied). To make it useful 
in providing a more detailed understanding of particular events, a model 
must often be narrowed or complicated to correspond, as well as may be, 
with “particular circumstances of time and place.” Knowledge of the present, 
however, is never complete; still less of the future. The generalizations use- 
ful in practical understanding must be based, therefore, not only on abstract 
analysis but on knowledge, conjecture, judgment, and belief. An abstract 
model appropriately used may suggest the kind of information that is relevant 
and the sort of conclusions that may be drawn from it; this is useful. It may 
also indicate the approximate point where knowledge ends and judgment and 
conjecture begin; this may be disconcerting. However, even for purposes of 
persuasion apparently, results that are considered important at one time and 
place may at another be considered unimportant. The terms-of-trade argu- 
ment, as has been pointed out, was in use even before the heyday of British 
free trade. In cosmopolitan-minded nineteenth century Britain it was gen- 
erally regarded as an intellectual curiosity and came to be taken seriously 
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only with the growth of nationalism and price rigidities. In the face of 
changes in faith and emphasis, Professor Samuelson’s demonstration that 
some trade is better than no trade may perhaps be regarded as a salvage 
operation rather than sabotage. Parenthetically, I am as amazed as Professor 
Smithies that the terms of trade should be regarded as a universal and suffi- 
cient index of the gains from trade. 

Again, like the abstract model, the theory of employment has its valid 
uses, though its very relevance may lead to its being applied exclusively or 
too widely. It supports, as Professor Smithies pointed out, the nondivisive 
conclusion that countries have a common interest in avoiding mass unem- 
ployment. It may of course suggest an employment ideal too high to be 
achieved without developing counterbalancing losses from rigidities, inflation, 
or regulation and restriction; and in its present state it does not focus atten- 
tion on economic growth. 

1 take a less stern view than does Professor Viner, of the practice of poking 
around behind the total forces affecting terms of trade, trade balances, or 
exchange rates by partial methods, even using linear functions. Such probing 
may be enlightening unless one forgets and jumps from such partial and over- 
simplified models to general conclusions. 

Even though some of the modern developments in international trade 
theory have fostered agnosticism with respect to the benefits of the unilateral 
removal of obstacles to trade and faith in the usefulness of restrictions, is it 
true that current restrictions and restrictionist attitudes are solely or even 
primarily attributable to changes in theory? (I am not suggesting that either 
author has taken this extreme position.) Are they not, in larger measure, a 
part of the general flight from the pricing system—a flight which is to be 
associated with a much wider range of circumstances, including not only a 
gradual (and perhaps permanent) growth in institutional rigidities but also 
the attitudes resulting from an unusually severe depression and the need for 
large and rapid changes in the use of resources during repeated transitions 
between war and peace? 

I like the positive suggestions of both speakers for further studies. Some 
of these studies, doubtless, will favor harmonious commercial policies. How- 
ever, in this matter, it is not at all certain that economic considerations will 
be decisive. The cosmopolitan attitudes of the classical economists and their 
policy recommendations were never accepted universally even though they 
did ask the right sort of questions. Even some of the economic considera- 
tions tend to make it easier for the United States at present than for other 
countries to see the harmony of interests in diminishing trade barriers. The 
great relative size of the United States, for example, and the variety of her 
resources means, in the absence of changing restrictions, that for practical 
purposes the relative prices of a very great number of commodities will be 
determined by conditions in the United States. In this respect the unconsci- 
ous influence of the United States is probably greater than Britain’s ever 
was. Technological changes, when introduced in the United States, are very 
likely to occasion pressure for restrictions elsewhere, on whatever grounds 
restriction is formally supported. This will be more noticeably true in areas 
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where for one reason or another changes in technical methods or in occupa- 
tions are particularly slow or difficult. Such pressure for restrictions can be 
most easily resisted, as Professor Smithies points out, in an expanding and 
prosperous world economy. 


J. J. Porax: I would like to express my disagreement with one of the main 
tenets of the paper read by Professor Smithies. In my opinion, there is 
nothing so wrong with our science as to justify his general lament for inter- 
national economics. A survey of postwar articles or books on international 
economics would surely not show that international economics steered shy 
of the big issues. The lively discussion on subjects such as the dollar short- 
age, on devaluation in 1949, and on revaluation in 1951 indicates an 
acute concern with important problems. Not all economists may have come 
to the right answers to these questions (assuming there are universally right 
answers where objectives may differ), but the understanding of the problems 
such as those mentioned has been considerably deepened. One example of 
this is the discovery of the concept of “disinflation” and the extremely 
powerful balance-of-payments effects of disinflation. Another example is the 
differentiation of the effects of devaluation depending on the circumstances in 
which it is undertaken. 

It may be useful to assess some of the issues raised by the speakers in 
order to arrive at some sort of an appraisal of the noticeable advance of our 
knowledge in these matters achieved in the last five or ten years. This dis- 
cussion may conveniently start with the question of price elasticities. 

The attempts to measure price elasticities of demand in international trade 
are of very recent date. Tinbergen did the first work on this in 1936 in his 
paper on recovery policy read before the Vereeniging voor Staathuishoud- 
kunde en Statistiek (The Hague, 1936) and the mass produced elasticities 
for many countries by Chang were published only five years ago in his article, 
“International Comparison of Demand for Imports,” in the Review of Eco- 
nomic Studies (1945-46, pages 53-67). It cannot be doubted that these were 
useful attempts to give statistical precision to coefficients of great importance 
for international economic policy and that the findings were startling. 

Further work has shown that these measurements of price elasticities of 
demand for imports were not very accurate, and Orcutt (in his “Measurement 
of Price Elasticities in International Trade” in the May, 1950, Review of 
Economics and Statistics) has proven that they had, moreover, a downward 
bias. Where does this leave us? Can we return to the happy a priori belief 
that the elasticities must be large? That, it would seem to me, is a quite 
unjustified inference. Essentially our price elasticity measurements are poor 
because the effects of relative price changes on international trade in the 
interwar years have been so small as to be hardly measurable. We can meas- 
ure income elasticities with reasonable accuracy because we can read them 
off from any diagram where income is plotted against imports. But to get at 
the price effects, we need the refined tool of multiple correlation, which is 
supposed to pick up relations that the naked eye cannot discover from a 
diagram. Tinbergen and Chang believed they could measure the price elastic- 
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ity this way. I am reasonably satisfied now that usually this cannot be done, 
because our micrometer of multiple correlation, given the errors in the data 
and other disturbances, is not accurate enough. But I think it would be some- 
what difficult to conclude that because one cannot measure a thing accurately 
with a micrometer, it might as well be several inches long. 

We do not, however, have to resign ourselves to an agnostic position. 
There is sufficient information about to come to a workable estimate of the 
elasticities in a particular case. Thus we do have for the Netherlands some 
measurements of elasticities for individual export commodities which are 
statistically more precise than the measurements for imports as a whole.? We 
also have the experience of U.S. imports from various European countries 
between the September, 1949, devaluations and June, 1950.* 

On the basis of this sort of information, which should be multiplied, we 
are probably justified in arriving at a rough working figure for the elasticity 
of demand for the exports of industrial countries in the order of one or two. 
Thus Marshall appears to have been right that the case of perverse elastici- 
ties was a curiosum rather than a probability. This, however, as we shall see 
presently, does not at the same time dispose of the possibility of an “indif- 
ferent exchange rate equilibrium” (a situation where the balance of payments 
does not respond to exchange rate changes). 

But are not the elasticities of demand for the products of countries ex- 
porting raw materials very substantially higher? They are; but just because 
of this they are much less relevant. If a country is faced with an infinitely 
elastic demand for its exports, if, in other words, it can sell abroad at a 
given dollar price all that it can produce, then the effect of a change in its 
exchange rate will depend entirely on its own elasticity of supply. 

I mention this case to indicate that even high demand elasticities may not 
be sufficient to produce a large response to an exchange rate change. We 
probably have concentrated our measuring efforts too much on one particular 
elasticity—-the elasticity of demand—while the elasticities of supply, of the 
country itself and of its competitors, are just as important. But there is more 
to the problem than merely rounding out our collection of elasticities, which 
in fact Machlup did as early as 1940 in his “The Theory of Foreign Ex- 
changes,” published in Economica (November, 1939, and February, 1940). 
The required extension of the treatment lies in taking adequate account of 
the balance-of-payments effects of income expansion. If devaluation creates 
additional exports, it creates pro tanto additional export income. If it de- 
flects consumer demand from imports to domestic substitutes, it again creates 
additional income in the production of these substitutes. In order to evaluate 
the secondary effects of this income expansion on the country’s trade balance, 
we have to use a multiplier analysis on top of the elasticity analysis. The 
result of this combined analysis can be seen at once: the net improvement of 
the balance of payments of the devaluing country will be equal to the saving 


*J. B. D. Derksen and Alb. Rombouts, “The Influence of Prices on Exports” (in Dutch), 
De Nederlandsche Conjunctuur (November, 1938, and February, 1939). 

*J. J. Polak, “Contribution of the September 1949 Devaluations to the Solution of 
Europe’s Dollar Problem,” International Monetary Fund, Staff Papers, September, 1951. 
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out of additional income. Thus, however high all the relevant price elasticities, 
depreciation will not bring an ultimate improvement in a country’s balance 
of payments if the marginal propensity to save (more correctly the marginal 
propensity not to spend) is zero; and the improvement it will produce will 
be small if the marginal propensity not to spend is close to zero. 

lhis conclusion would probably appear more obvious if it had not been 
reached along the tortuous road of elasticities cum multiplier reasoning. In 
fact, I submit that the analysis of exchange rate changes would become 
much more useful if it did not start out from two, four, or eight elasticities, 
but from a simple social accounting identity; viz., that the existence of a 
balance-of-payments deficit implies that the country absorbs more resources 
in consumption and investment than it produces. Therefore, if devaluation is 
to cure this deficit, it must either increase production with consumption and 
investment constant, or decrease consumption and investment with output 
constant, or achieve some combination of the two. This I think is the more 
useful starting point for a discussion of the effects of a change in an ex- 
change rate. 

It follows at once from this approach that in a situation of full employment 
(and especially in one of overfull employment) depreciation cannot improve 
a country’s balance of payments except to the extent that it reduces con- 
sumption out of a given real income, probably by redistributing this income, 
or it reduces investment—and there would seem to be little a priori reason 
why it should have the latter effect. 

This, it would seem to me, greatly strengthens the case for disinflation as 
the only acceptable and effective cure for a balance-of-payments deficit that 
is due to inflated demand. According to Smithies, the practical choice be- 
fore governments in dealing with balance-of-payments difficulties lies be- 
tween frequent changes in exchange rates and restrictions. I do not believe 
that this way of putting the alternatives is either accurate or useful. Postwar 
experience shows that in countries where inflation is not brought under con- 
trol, neither frequent devaluations nor restrictions (unless they are con- 
tinually intensified) will remedy a balance-of-payments deficit. For an 
inflationary balance-of-payments deficit there is no cure except disinflation 
to use Smithies’ term in the precise sense in which he used it. This disinflation 
may have to be accompanied by a devaluation if prices have already gotten 
out of line. 

If, therefore, we are to achieve a return to convertibility, we shall have to 
rely primarily on disinflation—i.e., full but not overfull employment—as a 
general monetary policy. While we may perhaps hold out reasonable hope 
that this is a possible objective in general, there will, inevitably, be occa- 
sional lapses from it. To deal with these lapses without restrictions and with- 
out unjustified changes in exchange rates, it will be necessary to have ade- 
quate international reserves. Monetary policy plus reserves rather than re- 
strictions or fluctuating exchange rates constitutes the basis for a workable 
international system. 


VALUE THEORY 


REHABILITATION OF PARTIAL EQUILIBRIUM 
THEORY 


By MELVIN W. REDER 
Stanford University 


In recent years a number of writers have, in various connections, 
argued that the “homely truths” of Marshallian economics have been 
unduly obscured by the glitter of the elegant analytical creations of 
the past two decades.’ It is contended, in effect, that despite the tempt- 
ing equations and undulating curves of the “young models,” they are 
rather unfruitful in comparison with those whom they displaced in our 
analytical affections. I shall not be so churlish as to deprecate the 
charms of the newcomers, but will merely try to call attention to some 
of the virtues of the old. This is not an altogether useless task, since 
the various expounders of the “old truths” have paid but little atten- 
tion to one another and have, at a times, been a bit cryptic. 


What I shall attempt is to show both the attractions and the blem- 
ishes of such old friends as supply and demand. The spirit of the paper 
is, I think, quite neoclassical; much of what I say is merely a modern- 
ized expression of the argument in Taussig’s famous paper, “Is Market 
Price Determinate?’” At the end of the paper I shall venture an argu- 
ment which goes back even beyond Marshall, to Ricardo and the old 
“cost theory” of value. 


I 


The purpose of this section is to explain the relation of supply and 
demand forces to others operative in the process of price determina- 
tion. To do this, it is necessary to indicate briefly why the absence of 
pure competition does not make supply and demand irrelevant to price 
determination. The traditional industry supply curve was constructed 


* Among the more important of these contributions are: M. Friedman, “The Marshallian 
Demand Curve,” Journal of Political Economics, December, 1949, pp. 463-495, especially 
pp. 489 et seq.; A. Sherrard, “Advertising, Product Variation and the Limits of Economics, 
Journal of Political Economy, April, 1951, pp. 126- 142; G. J: Stigler, Five Lectures in 
Economics (Longmans, Green & Co., 1949), Ch. 2; P. W. Andrews, “Some Aspects 
of Competition in Retail Trade,” Oxford Economic Batley ‘June, 1950, pp. 137-175; 
also, “Industrial Analysis in Economics,” in Oxford Studies in the Price Mechanism, 
edited by T. Wilson and P. W. S. Andrews (Oxford University Press, 1951), Ch. IV; 
Alfred Nichols, “The Rehabilitation of Pure Competition,” Quarterly Journal of Economics, 
November, 1947, pp. 31-63. 

*F. W. Taussig, “Is Market Price Determinate?” Quarterly Journal of Economics, May, 
1921, pp. 394 et seq. 
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explicitly on the assumptions of pure competition: a homogeneous 
product and a uniform price. These assumptions were sufficient for 
their purpose, but none was necessary. As long ago as 1940, Kalecki® 
showed that it is possible to construct an industry supply curve 
without these assumptions. An argument, essentially similar to his, 
follows: substitute average price for price and represent (average) 
price and quantity by indices, with the components of the average price 
index being the weighted prices charged by the individual firms (the 
weights being the quantities sold) and the components of the quantity 
index being the outputs of the various firms weighted by the prices 
they charge. Assume that each firm’s output depends, given its cost 
function, upon (1) the average price charged in the industry and (2) a 
whole complex of other factors, prominent among which are its com- 
petitive interrelations with its rivals. Then if we assume constant (a) 
the ratio of each firm’s price to the average price of the industry and 
(6) the ratio of each firm’s output (in physical units) to the industry 
total, we can construct a function relating an index of industry output 
to an index of its average price. The individual firm’s supply curve will 
relate its output to the industry’s average price (given assumptions “a” 
and “b’’) and will vary with shifts in the firm’s cost function. (The 
preceding sentence was inserted to eliminate an obscurity indicated by 
Dr. Ackley.) 

Obviously neither “a” nor “b” will ever be completely satisfied in 
any real situation, and application of the model will therefore have to 
be made despite more or less serious violations of these conditions. But 
this is of neither more nor less significance than the fact that the forces 
customarily assumed constant by a ceteris paribus clause are never 
really constant; if the variations in the parameters reflecting these 
forces are sufficiently large, they may completely obscure those forces 
whose operation the model portrays, thereby rendering the model use- 
less and/or misleading. Similarly, if there are marked fluctuations in 
the relative prices or outputs (or both) of the various firms, the rela- 
tion between industry output and average price may be completely 
obscured.* Furthermore, if the object of the analysis is to explain either 
the relative prices or outputs of the various firms in the industry, sup- 
ply and demand analysis is completely irrelevant. A corresponding 
argument will apply to the demand curve in the event there is any 
monopsony present. 

*M. Kalecki, “The Supply Curve of a Industry under Imperfect Competition,” Review 
of Economic Studies, vol. 7, pp. 91-111. 

*Supply and demand analyses are typically essays in comparative statics; hence there 
is a choice of either initial or terminal weights in constructing the price and quantity 


indices. If the two sets of weights are very different, the conclusions of the argument may 
vary, depending upon the set chosen, and render the model unusable. (See below.) 
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The application of a supply and demand analysis is appropriate 
whenever the difference between them (supply and demand) is relevant 
to the behavior of the average price charged by an industry; i.e., when- 
ever the “law of the market”® operates. Ideally, price will vary when- 
ever supply differs from demand, but, in reality, ignorance of such 
differences (by price setters) as well as resistance to price adjustments 
makes the price response to disequilibrium vary appreciably from one 
group of firms to another. However, if the imbalance between supply 
and demand is large enough and persists long enough, the law of the 
market will almost always operate. But “large enough” and “long 
enough” may be quite large and quite long, leaving room for the use 
of very different models in analyzing price behavior when the condi- 
tions necessary for the operation of the law of the market do not obtain. 

The justification for paying so much attention to the relation be- 
tween supply and demand in the theory of price lies primarily in the 
fact that the forces underlying the operation of the law of the market 
are well-nigh universal in a capitalist society and become virtually ir- 
resistible when the imbalance between supply and demand is both large 
and prolonged. To see this, consider the price-setting behavior of any 
given firm. 

In general, firms may follow all sorts of policies and be subjected 
to all sorts of influences in setting prices. For example, they may set 
prices by following a price leader; or by tacking a conventional mark- 
up onto average costs. Price setters may be influenced by the state of 
their inventories; their price expectations; their liquid position; their 
desire for current as against future income; their ethical prejudices 
concerning excessive profits; their fear of the Antitrust Division; their 
possible nonprofit objectives, such as maintaining a given share of the 
market; etc.° However, the price (and other) policies of virtually all 
firms must meet certain criteria of satisfactoriness; failing this they 
will be altered or the firm will disappear. 

“Satisfactoriness” resides not in any single criterion, but varies with 
the attitudes and expectations of the managers and owners of the firm. 
However, one almost universal criterion of satisfactoriness is a mini- 
mum rate of return on invested capital (the minimum may, of course, 


*The “law of the market” asserts that when supply exceeds demand, the price falls 
and vice versa, This terminology is (with minor modifications) taken from H. D. Hender- 
son, Supply and Demand (Nisbet and Cambridge University Press, 1948), pp. 18-19. What 
I term the law of the market corresponds to his “first law.” The law of the market is 
essentially a statement of the Hicks-Walras adjustment mechanism; I deliberately ignore 
the distinction between this mechanism and the Marshallian mechanism as there is no point 
to pursuing this particular subtlety here. The interested reader may consult P. A. Samuel- 
son, Foundations of Economic Analysis (Harvard University Press, 1947), Ch. IX, 
and M. W. Reder, Studies in the Theory of Welfare Economics (Columbia University 
Press, 1948), Ch. IX. 

*A good summary of the various possibilities will be found in R. A. Gordon, “Short 
Period Price Determination,” American Economic Review, June, 1948, pp. 265-288. 


VALUE THEORY 185 


vary from one firm to another); not only is this criterion widespread, 
but it is very important. Failure of an enterprise to earn a minimum 
rate of return will almost invariably produce violent efforts to improve 
matters and, if improvement cannot be made, to the (ultimate) termina- 
tion of the enterprise. Another criterion, which is equally widespread 
and important, is the maintenance of a satisfactory liquid position; 
failure to do this will surely get the enterprise into difficulties (which 
it must overcome if it is to survive) and therefore any inadequacy in 
this connection leads to strong corrective measures. 

A large and prolonged excess’ of supply over demand will usually 
entail a worsened cash position for many firms; this leads to the 
abandonment (if necessary) of conflicting price-setting policies and 
results in price cuts aimed at increasing sales and liquid assets.* In 
other words, whenever there is a conflict between a pricing policy and 
the need for greater liquidity, the pricing policy will give way.’ In the 
converse case (where demand exceeds supply), any policies that might 
inhibit price increases will (provided a large enough excess lasts long 
enough) be altered because of the action of profit seekers. If the 
reader is unwilling to assume that firms always sell at the highest price 
currently obtainable, the behavior of professional speculators is usually 
sufficient to produce the above results, anyway. 

I submit that most of the cases where (average) price is alleged to 
be insensitive to unbalance between supply and demand are really 
cases where the “response threshold” is high; that is, the price will 
almost always be found responsive to the discrepancy between demand 
and supply, provided the discrepancy is sufficiently large and/or lasts a 
sufficiently long period of time. This proposition is empirical, not 
formal; i.e., exceptions to it may be found. However, I doubt that they 
will be very numerous. The terms long and large are purposely left un- 
defined; the above proposition is heuristic in nature and what it means 
is that it is very likely, in any given situation, that an economist will 
find finite periods of time and finite differences between supply and 
demand such that the proposition will be true. 


"An excess of supply over demand (or vice versa) refers to the difference between the 
amount that a group of sellers wish to sell (at a given average price) and the amount that 
will be purchased. Provided that an appreciable share of the sellers’ assets are tied up in 
the unsold goods or productive capacity, a large and prolonged excess of supply over 
demand is very likely to reduce their liquid assets to lower levels than they desire. 

* Whether price cuts will serve to increase a firm’s sales and net intake of cash will 
depend, inter alia, upon the response of its competitors. If they follow the price cut, sales 
may not increase appreciably and bankruptcies may eventually result. 

*The reader may well ask why the profit rather than the liquidity requirement is not 
the pressure that (ultimately) compels price reductions. The answer is that firms may 
absorb losses for a considerable time without making adjustments, but the need for cash 
(when it becomes acute) compels immediate action and, if money cannot be raised in 
other ways, sales must be expedited. This does not deny, however, that the usual case may 
be one where a firm cuts prices in order to increase profits, irrespective of its liquid position 
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Consideration of what large excess supply or demand means will 
serve to illustrate this point. It will facilitate matters if we assume that 
the movement in price is dependent upon both the current size of the 
excess demand or supply and upon the duration of the excess; that is, 
excess supply (or demand) will produce an almost immediate price 
movement, if it is large enough. But the smaller the excess is, the 
longer it must persist before it drains liquid assets sufficiently (or 
causes sufficient factor price increases) to produce the appropriate 
price movement. In the case of durable goods, excess supply means 
unwanted inventories, and excess demand the reverse. That is, given 
their stocks of assets, asset holders collectively behave as though they 
felt that they had too much (or little) of their wealth in this kind of 
asset and (since this is a single market model) too little (or much) in 
cash. Price maintenance agreements may work to restrain sellers from 
price competition in the event of small excess stocks, but large sur- 
pluses, resulting in unfavorable balance sheets, will usually produce 
price declines regardless. This is especially true if the surplus is 
sufficiently prolonged as to entail financial distress to some of the 
firms involved. (For the converse case, where there is excess demand, 
the doubtful should consult the records of price control agencies.) 

Where excess supply refers to unused (or involuntarily idle) plant 
and other factors of production, one may indeed find prices resistant to 
downward pressure, even where the excess is quite sizable. But where 
unemployment (or underutilization*’) of the various factors reaches the 
proportions experienced in 1931-33, there would seem to be a pro- 
nounced tendency for prices to fall. Here, again, the pressure for price 
reduction becomes greater as liquidity considerations become more 
pressing, which tends to happen as the time duration of the excess in- 
creases. Of course, chronic and substantial losses are usually quite 
sufficient (irrespective of liquidity considerations) to produce the same 
result. The reader can easily adapt the above arguments to labor 
markets. 

It is assumed, by implication, that when supply exceeds demand (or 
vice versa) the response is one of (average) price and not of either (1) 
a reduction in the amount that sellers are willing to offer (so as to 
eliminate the excess) or (2) an increase in sales effort; quality improve- 
ment; etc. If “1” should occur, the supply function is indeterminate 
and supply and demand analysis therefore inapplicable. This is the 
case, par excellence, where the theory of monopoly price becomes 
appropriate; i.e., one where the response to excess supply is to reduce 

* Excess supply of the services of plant and equipment is said to exist whenever an 
industry would be willing to produce a larger output (according to the index used) than 


would be taken at the going average price (given the structure of relative prices of the 
various firms within the industry). 


: 
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supply instead of (or as well as) reducing price. The occurrence of 
“2” is quite frequent; however, I think that such behavior is usually 
accompanied by price reductions when excess supply is large. De- 
termining the allocation of resources in accelerating the physical 
volume of sales per unit of time among sales effort, i.e., quality im- 
provement and price reductions, presents an interesting theoretical 
problem concerning which we know all too little." However, for our 
immediate purpose, it will suffice to note that the more reliance that is 
placed on devices other than price cuts, the larger and more prolonged 
will be the excess supply necessary to reduce price. 

The perceptive reader will no doubt have noticed that the argument 
has thus far involved only the law of the market and not the stability 
condition that a rise in price should reduce excess demand (and vice 
versa). Consequently our argument could be true even though there 
were no decline in price sufficient to eliminate an excess supply; i.e., 
it could be true in an unstable model. But this should not occasion 
great surprise, for there are some situations where price rises appear 
to cause increases in excess demand without invalidating the law of 
the market; e.g., cases where price rises bring expectations of further 
rises and a rapid acceleration of present purchases. I am not denying 
that stability is frequently a useful assumption in constructing a single- 
market model. But it is sometimes forgotten that, although the em- 
pirical implications of stability may be questionable in a given situa- 
tion, the law of the market will still apply. 

This argument may be more readily understood if it is thought of 
in terms of the old device of drawing the demand and supply curves 
with the “broad side” of the chalk, thereby generating such zones as 
are represented in Figure 1. The “breadth” of the supply zone results 
from the fact that a firm’s ouput is not uniquely determined (given its 
production and factor supply functions) by its own and/or the average 
price of the industry, but by the whole flock of other considerations 
already mentioned. A simple way of indicating this dependence (with- 
out adding extra dimensions) is to postulate that each firm’s rate of 
output (at any given moment) depends not only upon its conventional 
(current) cost and revenue determinants but also upon (1) its price 
at some previous moment and (2) upon its) expectation of future 
prices. 

The first summarizes the effect of all the various deterrents that 
inhibit firms from responding, price-wise, to excess supply or demand. 
The fact that the supply zone has, at each price, a finite width implies 
that for excesses greater than a certain size, the forces behind the law 
of the market outweigh the “inertial’’ forces summarized under “1” 


‘Cf. A. Sherrard’s excellent discussion of this point, op. cit. 
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and compel the average price to move accordingly. That is, whatever 
happens to the variables covered by “1,” at a given average price sup- 
ply will lie within the limits of the zone. The width of the zone will, 
it is clear, depend upon the length of time over which the excess** has 
persisted; the longer this interval, the narrower will be the zone at any 
given price. The width of the demand zone reflects the operation of 
analogous factors on the demand side. The second reflects the well- 
known phenomena of speculation on price changes which usually, but 
not always, tend to accelerate the operation of market forces (even 
though they may be destabilizing). 


PRICE 


QUANTITY 


FicureE 1 


The overlap of the supply and demand zones, ABCD, is the area to 
which price will move from any initial position outside it, within some 
specified time period. It is not possible to predict the price conse- 
quences of small shifts in the supply or demand zones which create a 
new overlapping area which has one or more points in common with 
ABCD. However, large shifts in either of these zones (i.e, those gen- 
erating overlapping areas not contiguous with ABCD) will produce 
predictable (in direction) price movements within the specified time 
period; i.e., price will move from a point included within ABCD to a 
point in the new area. 

The width of the supply and demand zones will depend upon the 
influence of the forces included under “1” and “2” on average price; 
this influence will certainly vary from one group of firms to another. 
Where this influence is considerable, the zones may become so wide 
(or the time period that must elapse before they become usably nar- 
row becomes impossibly long) as to be rarely capable of making a 
prediction; i.e., it will require enormous shifts in either of the zones to 

* When I speak of a given length of time over which a given size excess supply has 


persisted, I mean that during this time interval the excess has not been less than this 
size (although it may have been more). 
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generate an overlapping area not having a point in common with 
ABCD. The wider these zones, the less frequently will supply and de- 
mand analysis be found useful. However, I contend that very often the 
zones are narrow enough to be of value. 

It is important to remember that variations of average price as a 
result of altered price policies of individual firms are neither explained, 
nor precluded, by the supply and demand zones if these variations do not 
move the price-quantity locus outside ABCD. Consequently, even where 
the supply and demand model explains some of the variations in aver- 
age price, there is still ample opportunity for the employment of other 
models. 

The above argument might have seemed obvious to former genera- 
tions of economists; but it has not seemed so in recent years. For 
example, one writer has argued (in effect) that because the size and 
timing of wage movements among different industries seemed unrelated 
(or negatively related) to the relative amounts of unemployment (dur- 
ing 1929-33), the law of the market is inapplicable to labor markets.** 
Another economist has argued that his finding that there are more or 
less permanent wage differentials for a given type of labor within a 
single labor market shows that “actual wage facts seem contrary to 
what one might expect according to conventional wage theory.’ 
Again, in a National Bureau study, the author concludes that the 
permanent differences between the rates of return (on invested capital) 
in different industries cast doubt on the Marshallian theory of profit 
which he interprets as implying a tendency toward equalization of 
these rates of return.’> My purpose is not to dispute the conclusions of 
these writers but only to illustrate that their interpretation of supply 
and demand functions is different from that suggested above. 


II 


In the preceding section, the term industry has been frequently used 
without specification. To make good this deficiency, let us reconsider 
the representative firm concept. Generically, a representative firm is 
one whose behavior is related in some specified way to the behavior of 
a group of firms which it is chosen to represent. Supply and demand 
models require the concept of a representative decision maker (firm 
or individual) in order to relate the behavior of the collective entity 
(i.e., the market) to that of the individual entities who make decisions 

%J. T. Dunlop, Wage Determination under Trade Unions (New York, 1950), pp. 147- 
ER, A. Lester, “Wage Diversity and its Theoretical Implications,” Review of Economic 
Statistics, August, 1946, pp. 152-159. 


* Ralph C. Epstein, Industrial Profits in the United States (National Bureau of Economic 
Research, No. 26, 1934), pp. 33-34; 86-88; 579-580. 
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to buy or sell. Shifts in the supply and demand functions must reflect 
changes in the circumstances or attitudes of the individual entities. The 
representative firm is a hypothetical entity so defined that if all firms 
were identical with it, the behavior of the aggregate supply and demand 
functions could be deduced perfectly. For certain important purposes, 
the representative firm of a group should be one such that each of its 
characteristics is an average of the weighted frequency distribution 
of that characteristic among the members of the group, the weight 
attached to the observation on each firm being its output. This is, of 
course, only one possible definition of the representative firm, although 
it is optimal for the purpose at hand. Other purposes might imply a 
choice of either a (weighted or unweighted) median or mode as the 
representative firm. It should also be noted that we have not considered 
the method of choosing the quantity weights (e.g., whether they are to 
be initial or terminal quantities, etc.); this problem is discussed below. 

Concepts such as general level or average of prices, costs, etc., may 
now be given precise definition; they are the prices, costs, etc., of the 
representative firm. The concept of an industry is also defined (im- 
plicitly) in terms of the representative firm; an industry is a collec- 
tion of firms some aspects of whose behavior are being studied by 
means of a representative firm. An industry may be as broad as the 
category of, say, the commodities produced in a particular region (as 
in international trade theory) or as narrow as a particular subclass of 
some census industry. We use the term industry very broadly, letting 
it cover not only industries as usually conceived, but also groups of 
industries such as the capital goods industries. A given firm may be 
placed within many different industries, depending upon the purpose 
of classification. For industries are not categories of description, but of 
analysis, and we may classify firms as we choose, depending upon the 
objectives of the analysis. 

Defining an industry in this manner precludes our speaking unam- 
biguously of price or quantity; each firm has its own. Both of these 
variables must represent the price charged and the quantity produced 
by the representative firm and, in practice, have to be measured in 
terms of indices. From this viewpoint, product differentiation and the 
correlative price differentials present no new problem for industry 
analysis; such problems are inherent in the definition of an industry. 
What I am suggesting is not, I think, very different from the procedure 
that is often (perhaps usually) followed in the actual analysis of eco- 
nomic problems. However, the formal theory of price determination, 
as expounded both in the textbooks and the treatises of the past two 
decades, is far removed from this position. (This whole question is one 
facet of the “Aggregation Problem” which hag recently received con- 
siderable attention from econometricians, especially L. R. Klein.) 
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The reader may feel that I am being quite highhanded in casually 
ignoring several decades of critical analysis of the representative firm 
concept. A word of explanation, if not of apology, is therefore in order. 
Most of the aforementioned criticism was directed against the use of 
this concept as a device for analyzing the conditions of static equi- 
librium for an industry. In my opinion, most of the criticism was 
justified; the concept is inappropriate for this purpose and (although I 
shall not argue the point here) I do not think Marshall was much con- 
cerned with it in this connection. The real function of the concept is 
simply to serve as a reference point for an argument which moves from 
premised similar behavior characteristics of a number of different 
individual entities to the net effect of their actions. Excellent examples 
of the use of an (implicit) representative entity concept can be found 
in the literature on the consumption function, where the behavior 
characteristics of similar individuals are used as the basis for proposi- 
tions concerning aggregate consumption. 

But the fact that a concept is useful for one purpose does not imply 
that it will be useful for others. For example, I suspect that it is a good 
rule never to use a “representative entity” concept when the conclusion of 
the argument depends upon an arbitrary choice among alternative sets 
of weights. An example of how even very able economists can be led 
astray by violating this rule is provided by a fundamental argument in 
Kalecki’s famous article on income distribution.** He argues (in effect) 
that because of his assumption that the marginal prime cost curve” 
of the representative** firm is horizontal (for outputs of less than ca- 
pacity rates) it follows that the distribution of national income between 
labor and nonlabor shares cannot depend upon the shape of the repre- 
sentative firm’s cost function.’® But the conclusion does not follow from 
the premises, To see this, suppose that all*® firms had marginal cost 
curves that were horizontal (up to capacity), but that the vertical 

* M. Kalecki, “The Distribution of the National Income,” in Essays in the Theory of 
Economic Fluctuations (Geo. Allen & Unwin, 1939), pp. 13-41 

“In Kalecki’s treatment, prime costs consist of labor and raw material outlay. 

“ The representative firm is here taken to be one whose output and price are the weighted 
averages of the outputs and prices of the individual firms. Kalecki’s terminology is, of 
course, different from this, but I have done no violence to his reasoning. 

“Tt is worth noting that this part of Kalecki’s argument is not merely incidental to his 
major conclusions; the proposition that the marginal and average cost curves of the 
representative firm are horizontal (for less than capacity outputs) is the sole empirical 
content of his theory. Once it is granted that average and marginal cost are equal, the 
remainder of his argument (that labor and nonlabor shares depend upon the ratio of wage 
to raw material costs per unit of output and upon the degree of monopoly power for the 
representative firm) can be deduced from the definitions of the terms involved. Kalecki 
himself shows this in another essay; cf. Studies in Economic Dynamics (Geo. Allen & 
Unwin, 1943), pp. 16-17. 

* This assumption is even stronger than Kalecki’s, but the argument is the same in 
either case. Kalecki argues that the tendency for some firms to experience decreasing 
marginal cost offsets the tendency for others to have rising marginal costs. However, the 


important point is his failure to consider the effect of weight shifts among the various 
firms. 
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intercepts of the marginal cost curves of some firms (in each industry) 
were higher than those of others; then, when the industry’s level of 
output was low, production might be predominently” by the low-cost 
firms, but as the industry’s output level expanded sharply under 
increased demand these firms would be unable, in the short run, to 
expand output proportionately with demand and the high-cost firms’ 
output share would rise. Thus, marginal cost in each industry (exclu- 
sive of any rents) would rise with output and so would the marginal 
cost of the representative firm of the whole economy (assuming each 
industry varies its output proportionately with national income). Thus 
the marginal cost curve for the representative firm for the whole econ- 
omy may be positively inclined even though the corresponding curve 
for each individual firm is horizontal; this implies that labor’s share 
will depend upon, inter alia, the output level of the representative firm. 
It might also be noted that Kalecki’s failure (in the same article) to 
consider the effect of the altered importance of the various industries as 
contributors to the national income (first pointed out by Dunlop, 
op. cit., pages 174-180) springs from the same error. 


III 
Now let us examine the implications of our remarks as they bear 


upon the operational value of supply and demand analysis. Given an 
industry, we may (on assumptions already specified) construct supply 
and demand curves (or zones) relating indices of its output and the 
demand for it to its average price. The important question, however, 
is whether (and to what extent) such constructions yield useful results. 
As already indicated, I think the answer to this question is that in- 
dustry supply and demand models are useful in a wide variety of cases, 
although it must be conceded that such models (like most of those used 
in economics) tell us only the direction of movement of particular 
variables (e.g., price and quantity), but nothing quantitative. 

In a broad class of (Marshallian) short-period situations, the 
assumption of a positively inclined industry supply zone and a nega- 
tively inclined demand zone, together with the law of the market, 
explain a great deal of observed behavior. The generic characteristic of 
situations where the positively inclined supply zone is a plausible con- 
struction is the existence of competition for a limited (temporarily, at 
least) supply of factors. In such situations when output expands sub- 
stantially (i.e., when the quantity increases enough so that at the 


“For the purpose at hand, it is sufficient to prove that this could happen. However, 
it is plausible that it would happen; for example, in an industry producing a homogeneous 
product, but with relatively high transport costs, the sales area of a high-cost plant-firm 
will increase if the low-cost firms are at capacity and unable to expand output. 
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previous equilibrium price the new quantity lies to the right of the 
supply zone), the marginal cost curve of the representative firm shifts 
upward and, if the shift is sufficiently large, causes an increase in 
short-period supply price.** Consequently, when the demand zone in 
one of these industries shifts upward substantially, industry average 
price and quantity both rise. 

Examples of such situations arise when we consider an increase 
in demand for the output of any industry which uses a scarce (from its 
viewpoint ) raw material; or employs the bulk of the members of a par- 
ticular union; or is the major user of a particular type of plant and 
equipment; or the principal customer for a particular finished product; 
etc. The increase in demand must be spread over most or all the firms 
in the industry, otherwise we may encounter weighting problems in 
constructing the representative firm which preclude the use of the 
industry concept. However, the innumerable descriptions of business 
conditions, in which the state of demand and supply for census-type 
industries (and whole groups of them) is discussed, suggest that the 
representative firm is a usable concept in this connection. (A consid- 
erable part of such discussions is based on an implicit supply and 
demand model.) 

In this same class of situations, a substantial upward (or conversely, 
downward) shift in the marginal cost curve of the representative firm 
will lead to an upward shift in the supply zone of the industry thereby 
(given the demand zone) causing average price to rise and output to 
fall. Such shifts in the cost function of the representative firm may 
arise from increases in the prices of factors used by all or most firms 
in the industry: from widespread technical progress or from increases 
in excise taxes paid by all of the firms. It is worth noting that an 
increase in the ratio of price to marginal cost for the representative 
firm (i.e., an increase in the conventionally defined degree of monopoly 
power) is analogous to a specific excise tax (levied by the firms in 


* A sufficient shift in the marginal cost curve of the representative firm is one that shifts 
the supply zone upwards enough so that the new area of overlap has (in Figure 1) no 
points in common with ABCD. The size of a “sufficient shift” in the cost curve increases 
with the width of the supply zone. The efficacy of a given output increase in producing 
a sufficient shift in the aforementioned cost curve will depend upon the elasticity of supply 
to the representative firm of the various factors and the proportions in which it uses them 
I suspect that the short-period responsiveness of price to variations in unit cost is not 
infrequently due to the policy of maintaining a fixed markup over direct cost (or some 
other administrative rule with the same consequences) rather than to the direct operation 
of the law of the market, However, the adoption of such rules may very well be the result 
of anticipating the action of market forces; ie., price setters wish to avoid having price 
changes imposed by the long-run action of competitive forces (which might imply the entry 
of new firms and possible interludes of price warfare, bankruptcy, etc.) and consequently 
make the competitive adjustments of their own accord. Insofar as this suspicion is correct, 
it would imply that oligopoly price behavior is much more like competitive behavior than 
a short-period maximization theory would lead us to expect. 
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question instead of the government) and shifts upward the supply zone 
of the industry in just the same manner as an increase in the factor 
prices. (In one very important sense, a rise in the “average degree of 
monopoly power” is simply an increase in the price of entrepreneurial 
services to the industry.) 

In cases such as these, a supply and demand model may be effec- 
tively used, despite the absence of pure competition. This does not 
mean that the situation is “really” or “almost” purely competitive; it 
means only that the analysis of the forces that affect the price and 
output of a representative firm may be carried on irrespective of the 
state of market competition. Of course, the ability to abstract from the 
state of competition among a group of firms (in order to analyze the 
behavior of their representative member) is, as we have seen, subject 
to certain definite limitations: (1) the relative outputs and prices of 
the various firms may not change to such an extent (or in such a 
manner) as to make the conclusions of the argument depend upon 
whether initial or terminal weights are chosen in constructing the 
representative firm; (2) the parametric shifts in the supply and 
demand functions must be of a magnitude sufficient to make the over- 
lap of the “post-shift” zones of supply and demand geometrically 
distinct (i.e., having no common points) from the overlap of the “pre- 
shift” zones. 

Then, too, the specific purpose of the analysis is extremely important 
in determining what it is from which we may abstract. For example, 
the trade practices of business firms are of obvious significance in 
explaining variations in the rate of return (on investment) in different 
fields of activity. The degree of adherence of customers to trade- 
marks, the extent of full-line forcing, etc., may greatly affect the risk 
attached to entry into a field and hence the rewards of those who suc- 
ceed in entering. Furthermore, the difficulties of breaking into a field 
will greatly influe:. the size of the firms that succeed in getting into 
and staying in it. Consequently, an analysis that aims at explaining 
either of the above phenomena will abstract at its peril from the 
realities of the (non-purely) competitive interrelations among the 
members of an industry. 


IV 


For the purposes of long-run analysis, there is an important sense 
in which it can properly be said that the competitive forces in a 
capitalist economy are of great importance in price determination. The 
validity of this proposition derives from the large element of truth in 
the dictum that, in the long run, price is governed by cost. Like all 
dicta, this one must be qualified by “approximately” and a contro- 
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versial storm can easily be kicked up about the quantitative meaning 
of the term. Nevertheless, I submit that in most, but not all, industries 
(defined in terms of Census or Bureau of Internal Revenue classifica- 
tions) changes of the representative firm’s unit costs in excess of 10-20 
per cent that persist for more than, say, three years and are not related 
to marked changes in the degree of utilization of the industry’s fixed 
assets (this qualifying phrase is intended to restrict applicability of the 
proposition to similar stages of the business cycle), will be accompanied 
by similarly directioned changes in the industry’s average price. 

The numbers given are obviously intended only as an indication of 
the general orders of magnitude involved and are not offered as quanti- 
tative estimates. However, a little reflection should convince the reader 
that they are reasonable guesses. Perusal of the scattered data on the 
ratios of profits to sales in various industries clearly indicates that by 
far the major share of the sales dollar is almost always paid out as 
factor cost, with a relatively small percentage (usually under 25 per 
cent) going to profits. Despite the enormous secular changes in unit 
costs due to the effects of technical progress, secular increases in money 
wage rates, etc., the profit-sales ratio has in most industries remained 
small, although it has been subject to fairly marked cyclical fluctua- 
tions. This implies that, secularly, prices have varied more or less pro- 
portionately with the movements in unit cost. 

The facts to which I refer are quite obvious and not likely to be 
seriously challenged. But their import is not always appreciated. They 
imply that the proposition “price varies proportionately with the 
unit cost of the representative firm” is a fairly good, albeit rough, 
approximation to a theory of long-run price determination for a large 
number of industries. This theory is as much Ricardian, in spirit, as 
Marshallian, and it clearly smacks of classical economics. Its relevance 
for assaying the importance of competitive forces in price determina- 
tion lies in the fact that the profit-sales ratios could conceivably have 
shown as large (or larger) secular fluctuations as they have displayed 
over the course of a business cycle. The fact that they have not done 
so (in most industries) suggests that competitive forces or forces that 
have the same effect have been at work in the long run. In other words, 
if it were hypothesized that the real world behaved like a (roughly) com- 
petitive system, industry average prices would, in the long run, vary in 
proportion with the unit costs of the representative firms. As this has, 
I allege, happened (more or less), it follows that the world has behaved 
in this respect as though it were either a competitive system or one 
that had this particular set of consequences in common with such a 
system. 

It is, of course, quite possible that the aforementioned rough pro- 
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portionality between price and average cost has been preserved in some 
cases by the generation of higher unit overheads and the accumulation 
of excess capacity of the fixed factors. My argument does not imply a 
denial or affirmation of this; i.e., it does not imply anything con- 
cerning the relation of price and marginal cost. However, I suspect 
that the accumulation of excess capacity, in any of the usual senses 
of the term, has not frequently been an important secular factor in 
curbing a potential tendency for profit margins to grow. 

However, there is another model that might be of some interest in 
explaining the relation between price and average cost. Let us con- 
sider it briefly: suppose there is considerable pressure on large firms, 
especially the giants, to avoid earning excessive profits. Large or steady 
increases in the rate of return either on net worth or sales leads to the 
undesired attentions of the Antitrust Division, possible Congressional 
investigations, etc. Consequently, given some concept of what they 
“can get away with” (which may be quite high), any tendency for 
profits to rise above this level is likely to stimulate these firms into 
activities which are costly but not directly profitable. These activities 
include employing and equipping large research and managerial stafis, 
engaging in costly public relations activities, adding to the various per- 
quisites of the staff members, paying higher wages than necessary, 
etc. Any and all of these activities can be defended as profitable in the 
long run—and may be so. But it is extremely difficult to balance the 
costs of any of these activities against its yield to the company and 
hence, so long as the company makes adequate profits, the management 
is free and even encouraged to indulge its proclivities in these direc- 
tions. 

The tendency for management to be recruited from the professional 
staff of the company tends to create these proclivities. The profession- 
ally trained person is likely to think in terms of technical standards of 
performance: he wants his company to have the best sales force, the 
best engineering staff, etc., in the industry. Whether the best is worth 
what it costs is unascertainable, but so long as profits are adequate, 
management can believe what it pleases. Furthermore, the prestige of 
the company and its management is enhanced by these evidences of 
forward-looking policies. 

It is difficult to assess the ultimate importance of this tendency for 
the broad outlines of economic behavior. However, some recent ex- 
amples of business behavior would suggest that the tendency is not 
imaginary. In this connection, I would cite the refusal of certain large 
companies to sell their products for the highest possible price, thereby 
creating “gray” markets; the steady growth of professionally trained 
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personnel relative to total employment; the growing importance of 
public relations work (apart from sheer advertising); etc. Insofar as 
this trend continues, the large corporation moves further from the 
model of the profit-making enterprise of neoclassical theory and closer 
to the not yet clearly defined model of a public (self-supporting) cor- 
poration. But this possibility should not lead us to overthrow “too 
much, too soon”; such a course of action would be as ill-advised as its 
well-known converse. 


DYNAMIC ASPECTS OF OLIGOPOLY PRICE THEORY 


By Cart Kaysen 
Harvard University 


I 


The central problem in the theory of price formation under condi- 
tions of oligopoly is the problem of how the “implicit bargain” ( Fellner ) 
among the oligopolistic rivals is made. The classical theories of oligop- 
oly—from Cournot to Edgeworth—failed to recognize this as a prob- 
lem, as did Stackelberg in his elaborate analysis. This omission was 
the essential weak point in all these theories, which tried to derive 
price results from market demand curves and the cost conditions of the 
individual producer alone—a weakness which has been elegantly 
exposed in the historical review of these theories in Professor Fell- 
ner’s Competition Among the Few.’ Professor Chamberlin and Pro- 
fessor Fellner, of course, both recognized the existence of the problem. 
In Chamberlin’s “mutual dependence recognized” equilibrium, the im- 
plicit bargain is struck at the monopoly price level; with the assump- 
tions of symmetry under which the whole discussion is carried out, 
this raises no problems, and the result can be characterized as “the 
same as though there were a monopolistic agreement among them.’” 
The bulk of Fellner’s study is devoted to the analysis of all the factors 
which condition the implicit bargain. They are examined in sequence, 
and their total effect on the outcome in the market is considered.* But 
Fellner does not present an explicit mechanism which shows how par- 
ticular values of the relevant factors interact to determine a particular 
bargain, or quasi-agreement, among the oligopolistic rivals. It is the 
purpose of this paper to present, schematically and in simple form, 
the outlines of such a mechanism. 

It is appropriate to emphasize, at the outset of this paper, the 
limited claims that are advanced for the scheme here presented; it is 
only a mechanism; it does not, in itself, pretend to add much in a sub- 
stantive way to the insights into the behavior of oligopolists provided 
by Fellner’s analysis, but only to organize some of them into a more 
wieldy formal apparatus which can be applied, perhaps, to other prob- 
lems than the extremely simplified schematic one examircd in what 
follows. 

*W. J. Fellner, Competition Among the Few, Ch. 2, 3. 


*E. H. Chamberlin, Theory of Monopolistic Competition (Sth edition), p. 48. 
Fellner, op. cit., Ch. 1, 4-6 
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A central role in the machinery is played by uncertainty, and the 
fact that uncertainty enters into the results of the theory in an essential 
way rather than as an additional variable, cursorily treated at the end 
of an exposition from which it is absent, gives the theory some claim 
to the title “dynamic.” 


II 


Let us consider, to begin with, a pair of duopolists selling competi- 
tive but not identical products. The differentiation may be the result 
of brand name or of spatial or actual product differences; all that is 
relevant is that the demand for the output of one seller depends on 
the price (or supply) of the other seller’s product, and that the two 
goods can sell simultaneously at different prices over any given period 
of time. Assume, further, that neither seller has any costs and that 
price and quantity sold are the only significant variables which enter 
into the seller’s decisions. 

Consider one particular seller, A. At any moment in time, he can be 
described as endowed with the following knowledge: 


(a) He knows the price he is charging and the quantity he is selling 
at that time: Pao, Quo 
(6) He knows the price his rival is charging and the quantity his 


rival is selling at that time: poo, goo 

(c) He has some idea what he would sell if he charged some other 
price than he is now charging, and his rival charged some 
specified price, but this idea is far from definite. 


Consider his information under c more specifically. For any pair of 
prices, Pa, po, seller A has an idea of his most “likely” sales, and he also 
has notions as to the lower and upper limits of the sales volume he 
considers at all “likely” at these prices. This notion of “likelihood”’ is 
entirely a subjective probability notion. While it can formally be repre- 
sented by a distribution function, it can be said in general that the 
seller does not have the opportunity to experiment repeatedly in given 
circumstances in the fashion required to identify this subjective 
probability notion with a relative frequency measure in a series of 
repeated trials. The underlying elements of continuous change in the 
market and in the seller’s own situation are of sufficient importance and 
persistence to warrant the foregoing assertion. Rather, the lower and 
upper limits of the likely quantities can be identified as being similar 
to the boundaries of the area of high “potential surprise” as defined by 
Shackle.* Let us assume, for convenience and formal simplicity, that 
the upper and lower limits of the likely quantities lie symmetrically 


*G.L.S. Shackle, Expectations in Economics, passim, especially pp. 3-5 
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about the most likely quantity. This result also would follow from the 
assumption that the real content of the seller’s expectations lies in the 
upper and lower limits, and that the central most likely value has no 
independent significance but is only the computed midpoint of the two 
limits. This second and stronger assumption can be argued for on 
realistic grounds, but will here be made without argument. Then, for 
any pair of prices, A’s expected sales can be represented by a rec- 
tangular distribution between the upper and lower likely limits. 

The definiteness of A’s expectations thus is represented by the range 
of the distribution. It is to be expected that the definiteness of A’s ex- 
pectations as to the quantity he will sell will decrease, the further the 
prices he anticipates move from their present values, pao, Poo, at which 
sales are known with certainty. The foregoing argument can be 
summed up in A’s expected demand equation: 


(1) ga = fa( pa,po) €a(X, y) 
where (1.1) s= pa — Pao 
y = po — Pro 
(1.2) ea(x, y) is a rectangular distribution with mean 0 and 
range [e, —e] 
de de 
and = O. 


(1.3) of course, = <0 


Thus, for any fixed value po, A’s demand curve, as he views it in antici- 
pation, subjectively, can be represented as shown in Figure 1. The solid 
lines show the upper and lower limits of quantities A expects to sell; the 
dotted line shows the computed mean. 


(d) A also has some idea what price his rival would set for any price 
he might set different from his present price poo. Again this 
knowledge is not of a certain character. 


As in the case of A’s demand curve, A’s view of B’s reaction function 
can be represented by a rectangular distribution, whose limits are the 
highest and lowest prices which A thinks it likely B will charge in re- 
sponse to the price A sets. Then B’s reaction function, as seen by A, 
is given by: 

(2) K.(x) + di(x), 
where d. (x) is a rectangular distribution with mean O and range 


d. > 
(2.1) [d, —d]; and, — > 0, = 0 


ox oy ox 

3a 
po 
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B’s reaction function, as seen by A, is shown in Figure 2. As in the 
previous diagram, the solid lines show the upper and lower limits of the 
price change which A expects B will make in response to a price change 
by A, and the dotted line represents the computed midpoint between 
the two limits. The conditions on the derivatives of d with respect to x, 
as those on the partial derivatives of e with respect to x and y, indicate 
that the spread between the upper and lower limit of B’s expected price 
increases as price changes from the initial price grow larger, and that 
this increase goes on at a constant or increasing, not a decreasing, rate. 

It is worth noting that this use of a reaction function involving a wide 
spread of expectations involves none of the artificial restrictions on B’s 
behavior involved in the use of reaction functions in classical oligopoly 
theory; for example, Stackelberg’s use of reaction functions.* All the 
function of (2) expresses is that A expects, based on whatever know!l- 
edge he has of B’s behavior, from B’s past behavior, from his view of 
the special attributes of the demand for B’s product, from his ideas on 
what kind of “player” B is—cautious or bold (see below), etc.—that 
B will respond to a price move by A in some not completely indefinite 
way, and that A has some idea as to the boundaries of B’s likely re- 
sponses. (We will see below what happens if A learns that his ideas are 
wrong.) The important points are that more than one response by B 
to a particular move of A’s is consistent with A’s expectation when he 
makes the move; and that not every possible response is so consistent. 
If it were, then A’s behavior would necessarily be independent of A’s 
expectations of B’s behavior, and the duopoly element of the problem 
would disappear. 


(e) A’s behavior in respect to uncertain prospects of income is such 
as can be characterized by a preference map with risk-income 
indifference curves that are concave to the axis of expected in- 
come and convex to the axis of risk, at least for all values of 
expected income to the right of some fixed value; and with 
preference increasing with increased expected income and de- 
creasing with increased prospective risk. 


An indifference map of the appropriate sort is shown in Figure 3. 
The solid lines are the indifference curves and the utility index increases 
from the top to the bottom of the diagram: wu, > uz» > u; >... 
The abscissa is 7, the mean value (expected value) of the prospective 
future income, the ordinate is V, a measure of risk relative to 7. In gen- 
eral, more than one dimension may be required to define the character- 
istics of risk: the variance, the skewness, and various other properties 


* Fellner, of. cit., pp. 116-119. 
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U, > U,U, >U, > 


FIGURE 3 


of the (subjective) distribution of expected income would enter into 
risk. But within the framework of our particular assumptions a single 
measure—the range—gives all the relevant information on these 
aspects of the distribution of expected income which can be identified 
with risk. In this case V can be defined as simply the range of the dis- 
tribution of expected incomes divided by the mean value of the ex- 
pected incomes.® The map of figure 3 shows, for sufficiently great 
incomes, that the preference curves are concave toward the income 
axis. In other words, it requires a greater and greater increase in the 
prospect of additional income to induce the entrepreneur to accept a 
given increase in the relative riskiness of that prospect, the higher 
income is. But for incomes below some point, this might not hold; the 
entrepreneurs might be willing to take relatively larger chances to get 
into the higher brackets. The location of this point and the degree of 
concavity of the curves correspond to the idea of the cautiousness or 
boldness of the decisions of the firm to which the maps pertain. Further, 
the diagram is drawn to indicate the possibility of discontinuities at the 


*YV is often used in statistics to denote y the coefficient of variation. 


range : 
Since, for a rectangular distribution o = -———, V as used here is a constant multiple 
of the coefficient of variation. 
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income origin (which may represent zero “pure profit,” above long-run 
costs including “normal profits,” or may just represent some conven- 
tional “normal” level of profit), but the examination of this point 
would lead us-into byways going away from our goal. 

In the usual way, the indifference map of Figure 3 can be shown by: 

(3) Ua(leWVa) = const. 

Seller B, of course, possesses a similar baggage of indifference maps, 
reaction functions of A, and demand functions, and all the equations 
(1) through (3) (and the corresponding figures), with an appropriate 
change of subscript to indicate that in general B’s functions are differ- 
ent from A’s, apply to B; it is unnecessary to write them out in detail. 

Consider now how A, for example, might behave and how his be- 
havior could be pictured in terms of the equations sketched above. Say 
he contemplates increasing his price from its present level because he 
believes, in the light of his present knowledge, that his income would 
be increased by such a move. To each prospective price increase, x, 
equation (2) gives a range of values for the price B will set in response 
to A’s price change. These values, inserted in equation (1) give a range 
of sales A expects at the new price. This range involves not only the un- 
certainty inherent in A’s knowledge of the demand function for his 
product, as shown by the term ea(x, y), but also the uncertainty in- 
herent in A’s expectation of B’s response to his price change, as shown 
by the term d.(x) in B’s reaction function as A sees it. The distribution 
of expected sales, multiplied by the price appropriate to it, gives a dis- 
tribution of expected revenue, and, since we have assumed no costs, this 
is the range of expected incomes corresponding to a particular choice 
of a price change by A. In general, this distribution will not be a simple 
rectangular one, but rather a triangular distribution, or a triangular 
distribution with truncated ends and top. But the distribution will be 
symmetrical and the use of V as a measure of risk attaching to a choice 
from tnis distribution will remain appropriate.’ 

Each possible choice of x, the magnitude of the price increase, has 
thus associated with it a pair of values 7, V. A plot of these values for 
all possible (or all relevant) values of x will then correspond to the 
risk-income transformation curve (analogous to a budget-line) avail- 
able to A as of the point at which he decides to make a price move. This 


* The distribution of a variate which is the sum of two rectangular distributions, say 
[a;, b:] and [as, b:] is given by the following probability density functions if Z is the 


new variate: 

Min Z — a2] — Max Z — 

F(Z) =- - —-- - 
[b; — a] [b: —a2)} 
for other Z,F(Z) 

This distribution has the shape indicated in the text. I am indebted to Professor R. Solow, 
of Massachusetts Institute of Technology, for this formula. 
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curve, then, s' »ws the possible changes in expected income available 
to A as a resuit of the changes he makes in his price and the relative 
risks associated with each value of expected income. The two dotted 
curves in Figure 3, labeled 7; and 7: represent such transformation 
curves. 

First consider 7. This curve starts at (Jo, 0), the income A now 
gets when his price is Pao and B’s price is ~»0; an income he knows with 
certainty, hence V is 0. It moves over to the right and climbs as it does 
so, indicating increase in prospective expected income and at the same 
time increase in the spread of the possible incomes which might result. 
At /:, the curve starts to move in the NW direction, and the further 
portion of it is without interest, since we can define moves in the NW 
direction—which increase the prospective risk and decrease the ex- 
pected income—as irrational. At /:, T; is tangent to the indifference 
line U;, and from its shape it is clear that this is the highest indifference 
line T, touches. Therefore A, in making his price change, will choose 
the price corresponding to /;; this gives him a prospect of additional 
income whose expected value is just great enough to compensate for its 
relative spread. Note that the price corresponding to /2 offers A an in- 
come prospect with a higher expected income, but the corresponding 
relative spread is so great as to make the prospect less attractive; /- 
is on a lower indifference curve than /:. 

But it is not clear that every transformation curve will bend in the 
convenient fashion of 7), so that it is tangent in its interesting portion 
to just one indifference line; and indeed it is not true that this is the 
case. T+ shows a transformation curve which is tangent to no indiffer- 
ence line; the highest indifference line 7: touches is Us, which it 
touches at the axis, at point Jo. In short, if A were faced with the pros- 
pects shown by 7:, he would not consider changing his price, but would 
leave it at Poo. So far, the author has been unable to find any general 
meaningful restrictions on demand curves and reaction functions which 
produce curves like T; and exclude curves like 7+, nor does it appear 
likely (to him) that there are such. But computations on simple ex- 
amples, with linear deniand functions, linear reaction functions, and 
distributions whose ranges are proportional to the magnitude of the 
price changes indicate that both kinds of curves are possible. 

As A does, so does B. Starting from the situation created by A’s price 
change, B consults his behavior equations (so to speak) to choose an 
appropriate response. B of course does not start from a position of 
certainty about his own sales and current income, since A’s move has 
already moved B into a part of his demand curve which he does not 
know with certainty. Thus B’s first move begins from an / position not 
on the / axis, but above it. Even so, his best response may still be to 
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stand still, as it would be if he were faced with a transformation curve 
like 7: (Figure 3). 

Again, in response to B’s move, A may move, and so on. When, if 
ever, does the process stop? Clearly, when both sellers find it better to 
stand pat than to make further price changes: when, in other words, 
both find themselves faced with transformation functions like 7., rather 
then like T,, relative to the positions after the last move. This condition 
can be expressed in another and more illuminating way. Whenever A 
makes a price move, setting some price fai, he does so in the expecta- 
tion that B will respond by setting some price p»i, such that: 


(4) Ka(x) — da(x) S poi S Ka(x) + da(x) 
where x = pai — pao. 


Similarly when B responds to the choice of pai by choosing p»i, he ex- 
pects A to react by a move fai-1, that fulfills the condition correspond- 
ing to (4), when Ko(y) and do(y) are written for Ka(x) and d.(x), 
respectively. If poi satisfies (4), and further, pPaier = pai, satisfies the 
corresponding condition, then the process comes to rest. Or spelled out 
in words, if the response of B to a move of A corresponds to A’s ex- 
pectations and A’s move which provoked this response corresponds (in 
the sense of lying within the expected range) to B’s expectations of A’s 
reaction to the response, then the sequence comes to an end, and a new 
pair of going prices, pai, poi, has been established. Till there is some 
further change in the data, including any change in the subjective ex- 
pectations of spread in the demand and reaction functions indicated by 
€(pa, pv) and d(x), d(y), these prices will remain the going prices. 

In the foregoing recital, two problems have been passed over. The 
first turns on the problem of the time taken in the process of move and 
response which leads to the transition from one set of going prices to 
another and the relation of this period to the information each seller 
has at each stage in the process. The analysis above has ignored the 
time period of bargaining and assumed, in effect, that the actual fluctu- 
ations in current receipts from moment to moment during the bargain- 
ing process does not influence the process. This corresponds to the 
usual analytical simplifications of a comparative static analysis, but it 
may be less appropriate to the kind of process analysis here considered. 
It can be argued, however, that the only “new” information each seller 
acquires at each stage in the process is the actual price charged by his 
rival, since no opportunity exists for a seller to verify or reject his views 
on the price-quantity relations during the process, simply because each 
step in it is of short duration. But even the information on his rival’s 
price has not yet been incorporated into the analysis. Consideration of 
this point leads to the second problem: what happens when the ob- 


VALUE THEORY 207 


served reaction of the rival lies outside the range expected by the other 
rival when he made his price move. 

The argument so far has assumed that each seller retains unmodified 
through the bargaining period the initial set of functions which describe 
his expectations of the market and of his rival’s behavior. We have just 
considered the justification of this assumption in respect to each seller’s 
anticipated demand functions. But this justification cannot, of course, 
apply to his anticipations of his rival’s reaction functions, since it is pre- 
cisely on this point that observed behavior confronts anticipated be- 
havior. Indeed, the continuation of the sequence of price moves discussed 
above for more than three moves implies the disappointment of some an- 
ticipation: the setting by one seller of a price lying outside the range 
expected by the other seller when he made the immediately preceding 
move. To show this, suppose that A makes the move fa:, on the ex- 
pectation that v1, B’s response will lie within certain limits. If pv: falls 
outside those limits, then A’s expectation has been disappointed. If it 
falls within the expected limits, A’s response will be to leave his price 
unchanged, paz = pa, since this is precisely the basis on which pa: was 
selected. If pa: lies within the limits of B’s expectations of A’s response, 
when B sets po:, the sequence of moves will stop, at the third move. If 
it does not, then B’s expectations will have been disappointed, and B 
will set some po2 ~ po:, and the bargaining process will go on. 

If one seller’s (say A’s) anticipations of his rival’s reactions are not 
fulfilled, that seller knows his equation (2) must be incorrect, and he 
must alter it. How does he alter it? In general, he wants a new equation: 


(2’) y= K’(x) + d(x), 
such that his rival’s observed price, pvi, is included in the range 
poo + K’ — d’, po + K’ +d’, 


although it was not included in the range computed from (2). This 
requires either that K’ > K,ord’  d (or both). If we take K to rep- 
resent A’s view of the “direction” in which B will respond to a price 
change, while d represents the “uncertainty” about the direction, then 
it can be argued that, at least ultimately, A’s adjustment is disappoint- 
ment must take the form of changing d, so that d’ > d, rather than 
changing K. The argument is that, at least after several disappoint- 
ments, A will conclude that he has been trying to conceive B’s behavior 
too narrowly, and that he will not get a better view of it by changing 
his ideas on its “direction” but rather by increasing his margin for 
“uncertainty.” 

With a “learning process” of this sort in response to unfulfilled ex- 
pectations, it can be shown that the sequence of price changes and 
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responses does tend to come to an end. After any disappointment, there 
is a correction of the reaction function attributed to his rival by the 
disappointed seller described by: 


(5) K’=K,d'>d. 
Then, for any x, y, and demand function 


(6) I(K’, d’) =1(K, d), since J corresponds to d = 0 

and K’ = K and 

V (K’,d’) > V (K, d), since d’ > d and 

K’= K. 
This means that, after a disappointing move by B, the next move by 
A, based on the corrected reaction function, will be smaller than it 
would have been with the uncorrected reaction function. Thus, if A’s 
unadjusted response to the disappointing move, based on the uncor- 
rected reaction function, would have fallen within the limits of B’s 
expectations, then his smaller adjusted response certainly would. But 
if the unadjusted response would have disappointed B, the smaller ad- 
justed response might not. If it did, there would be another process of 
adjustment on B’s part, leading to an increase in the range of his an- 
ticipations, thus further widening the “box” within which a pair of 
prices must lie to bring the sequence of moves to an end. This is not a 
rigorous proof that the kind of adjustment pictured will always lead to 
a convergence of the sequence of price moves, but it does indicate why 
such convergence may be expected. 

One final word in this section, harking back to the problems raised 
above. No attention has been paid to the fact that, in the course of the 
sequence of price moves, every move by one seller gives his rival a 
specific value for what was previously a range in that rival’s calcula- 
tions, and thus A’s range of income anticipations after a price move by 
B is narrower than it is before that move (speaking now, for con- 
venience, of a nondisappointing move by B), although it is still a range, 
because of the uncertainty remaining in A’s demand function (cf. 
above ). This means, in particular, that a move by B which, in prospect, 
would have satisfied A may when realized fail to do so. A more finely 
developed analysis should take account of this point; at present the 
author does not, but believes that no difference in principle is created 
by neglecting it. In effect, it amounts to moving off on a new trans- 
formation function (Figure 3) at every price move rather than only at 
disappointing moves which fall outside the range of previous expecta- 
tion. 

We have now seen the machine, and even watched it cranked over 

for a few feeble spins. This is all, within the confines of this paper, that 


| 
{| 
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we can do in any detail. Before moving on to indicate very briefly how 
our analytical machine might be generalized and what uses it might 
have, let us restate again what we have done so far. We have shown— 
but not proved with full rigor—how the process of implicit bargaining 
in duopoly price formation takes place and why the bargaining should 
be expected to lead to some results. It might be appropriate to char- 
acterize the results as a quasi-equilibrium: equilibrium insofar as the 
“going prices” arrived at by the “bargaining process” continue for 
some time and show a pattern of relative stability compared to the 
pattern of active movement during the “bargaining period”; only quasi- 
equilibrium in that these prices do not possess the usual defining prop- 
erty of an ordinary equilibrium, namely, that a small random disturb- 
ance which pushes prices away from these going values will be followed 
by a return to them. On the contrary, it may be expected that fre- 
quently such a push will lead to a whole new process of bargaining and 
to the establishment of another set of going prices, since a push may be 
all that is required to overcome the reluctance of the duopolists to make 
a move, 

So far, the discussion has proceeded on extremely narrow assump- 
tions. It is appropriate to state, without exposition, that the analysis 
can be broadened in several ways. In the first place, it can include duo- 
polists selling a homogeneous product; so that the price at a quasi- 
equilibrium must be the same for both sellers. Secondly, it can take 
account, as the above analysis does not, of the problems raised by price 
wars, The analysis of Part II assumed that at every point in time each 
seller was trying to arrive at a “bargain” and always named a price 
which he was satisfied to see rule in the market, provided !is rival’s 
responses were within certain limits. But this need not be t.... case. A 
seller might fix a price to which he would not want to adhere, whatever 
his rival’s response; such behavior is what is usually meant by the term 
“price war.”’ This price might be one which was calculated to cause the 
rival losses, or sharply to reduce his profits, but it need not be. In order 
to deal with this problem, the analysis can either run explicitly in terms 
of income streams over time, and take into account the probable dura- 
tion of such price wars, or simply deal with a distribution function 
showing the various alternative outcomes of price wars considered 
likely. On this basis a very general statement of the price move se- 
quence, holding both for homogeneous and differentiated products and 
including the possibility of price wars, can be made. Further, the argu- 
ment can be generalized to hold for N as well as two rivals, and the 
general statement covering homogeneous as well as heterogeneous prod- 
ucts can be cast in this N-seller form. 

Generalization of the analysis is required in other directions than 
the ones indicated above. In particular, nonprice elements in the market 
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are of great importance in some actual oligopolistic markets, and a com- 
plete analysis should be able to deal with them. A purely formal simi- 
larity between a price variable and, say, an advertising expenditures 
variable can be asserted, so that the arguments of the functions in Part 
II might be interpreted, with appropriate changes of sign, as referring 
to advertising expenditures rather than to prices, and conclusions about 
“equilibria” of advertising expenditures might be drawn. But this 
process would lead to no useful results, since it is not at all clear that 
the kind of assumptions about the reactions of rivals which are appro- 
priate to price behavior are appropriate to advertising expenditure, An 
inclusion of nonprice variables in the analysis would require extended 
consideration of what the behavior equations appropriate to such vari- 
ables are; with some conclusions of this sort such inclusion should be 
possible. 

Does this approach to the problem of oligopoly price theory promise 
anything beyond the anatomization of the details of price formation al- 
ready shown? If not, it could well be said that the result is not worth 
the effort. Why introduce a whole barrel of functions, some of them 
apparently nonobservable anyhow, to come to the conclusion that the 
prices of oligopolists do not oscillate with infinite speed from the mo- 
nopoly level (or higher) to the nonprofit level (or lower) and back— 
something we all know anyway? The author believes the answer to the 
first question is “yes’’ and that therefore the machinery is worth the 
labor of construction and criticism. The examination of at least three 
problems generally recognized to be important in the analysis of the 
observed behavior of oligopolists promises to show more systematic 
results with the use of the apparatus here presented, or a similar one, 
than it l.s shown with the analytical devices heretofore used. The three 
problems are: the behavior of oligolopists in the face of shifting demand 
and cost curves, changing through future time in a way not known with 
certainty; the influence of numbers on market results in oligopolistic 
markets (a problem which lies at the heart of many of the policy de- 
cisions in the field of market organization); and the effects of the in- 
ternal structure and history of the large firm on its market behavior. 
All three problems are intimately connected with the way the firm deals 
with uncertain prospects of future income of a sort which are not re- 
ducible to stable relative frequencies which average out in the long run. 
The virtue of the analytical device outlined here—if it has a virtue—is 
that it incorporates a mechanism for registering choices in this sphere 
as an essential feature of the mechanism, and thus has been fashioned 
to deal with problems in which such choices play a large role. 


DISCUSSION 


Joe S. Barn: Mr. Kaysen has addressed himself explicitly to the problem 
of how, within an oligopoly wherein sellers rely on arm’s length market 
maneuver, the so-called “implicit bargain” on prices and outputs is reached— 
to the nature, that is, of the mechanism of individual price calculation 
through which each seller finds the effect of strategic intervariable relation- 
ships on his own advantage, and through which the sellers severally and 
jointly arrive at a set of prices and outputs which none wishes to change. 
Although this is the explicit question, it is obviously only one—and by itself 
a not very important one—of a series of questions which should be con- 
sidered together. These are: (1) What is the motivation of oligopolistic 
sellers which guides their decision making? (2) What are the immediate 
determinants of their advantage—in terms of price-quantity, price-price, and 
cost-quantity relations—to which sellers will look in making their decisions? 
(3) What is the shape of these functional relations—or what is the range 
of alternative shapes? Do their shapes reflect or respond to certain more 
basic and objective determinants of behavior? (4) Given the preceding, how 
will individual firm adjustments be calculated, and how will they interact—in 
general or in specific subcases? (5) Will a stable bargain or solution emerge? 
Always or only sometimes? (6) If it emerges, will it be at a determinate 
level as defined by price-cost relationships or only at some unpredictable 
level within a range? (7) If the bargain is at a determinate level, will it be 
always at the same level or at a level which varies with the values of the 
immediate determinants? (8) If the latter is the case, what is the relation 
of the values of the immediate determinants to the level of the bargain? (9) 
Are predicted relations of the immediate determinants to end performance 
conceivably subject to empirical verification? If they are not, for the reason 
that the proximate determinants are not empirically measurable, can the 
theory predict more easily verifiable relations of certain objective determinants 
to performance within oligopoly? 

Although these questions are related, they do not all have the same in- 
dependent importance. The crucial questions are the fifth through the ninth, 
bearing on whether oligopolistic performance is determinate, on the things 
which explain variation in such performance from case to case, and on 
whether those are ascertainable. To answer them, we may construct a theory 
by posing answers to the first four questions—by making assumptions and 
then developing their implications by deductive argument. In this process, the 
analysis of the price-calculation mechanism is only a deductive bridge from 
initial assumptions to end predictions of the sort sought. The usefulness of 
the theory will depend upon how adequately the assumptions identify and 
describe the fundamental determinants of the behavior in question. 

Although Mr. Kaysen has not sought as yet to answer all these questions, 
he has obviously done a good deal more than just examine the price-calcula- 
tion mechanism—in fact, he has proceeded about from question one through 
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question seven in my list. It may thus be appropriate to inquire at this point 
if his theory is based on valid postulates, if it is likely to lead to definite pre- 
dictions of the determinants of specific oligopoly performance, if these pre- 
dictions are likely to be verifiable, and if not, why not. 

In brief, Kaysen postulates that the motive of the firm is to maximize the 
value of a combination of its mean expected profit and the relative certainty 
of this profit; that the proximate determinants of its maximization solution 
are the industry demand curve and its rivals’ expected reactions to its price 
changes (all as mean expected values), plus measures of the uncertainty of 
each expected value involved; that the governing functions and the proba- 
bility distributions with respect to their expected values have certain typical 
shapes. He has not yet introduced assumptions supposing typical alternative 
shapes or patterns of these determining functions, or identifying differences 
in objective circumstances which would cause them to differ. He has deduced 
from his premises that a stable bargain at a determinate level is likely in 
oligopoly (and has shown the equalities necessary for stability). He has also 
shown that uncertainty of the sort he postulates is a stabilizing force. 

This is about as far as we have come. What of the potential fruitfulness 
of this theory as a source of more detailed hypotheses—bearing, for example, 
on the determinants of variation in oligopolistic performance? 

As to the soundness of its basic postulates, the most that can be said now is 
that they sound reasonable enough, but that it is very hard—perhaps im- 
possible—to test them empirically. Let us accept them rovisionally. Assum- 
ing their correctness, is the theory likely to produce significant hypotheses 
concerning the determinants of specific oligopoly per’ormance—of why such 
performance varies from case to case? 

It would appear that the theoretical structure established could be elabo- 
rated greatly to establish a relationship between the level of the oligopoly 
bargain and the various alternative values or shapes of the determining func- 
tions identified, and could thus provide, hypothetically, a means of predicting 
specific performance in individual oligopoly cases. Thus with x type of 
reaction functions and y and z ranges of uncertainty, performance A might 
be predicted (perhaps single-firm monopoly results); with x’ reaction func- 
tions and y’ and 2’ uncertainty ranges, performance B might be predicted. 
If this were done, we would have a set of predictions concerning the rela- 
tion of oligopolistic performance to the character of interseller reactions and 
to the character of uncertainty about these responses and about the industry 
demand curve. 

Such predictions would be better than nothing (at least a philosophically 
satisfying rationalization of behavior would emerge)—but how much better? 
By and large, such predictions are not conceivably subject to verification or 
refutation. If the broad assumptions concerning the general shapes of reaction 
functions and of probability distributions are difficult to verify, distinctions 
among their shapes from case to case will hardly be learned. Predictions of 
the order mentioned would thus have no operational use and would amount 
to asserting that oligopolists evidently do what they do in each case for pre- 
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sumably good reasons. The end product would thus be hard to distinguish 
realistically from those of much simpler analytical systems. 

There is at least one possible exception to this charge. A predicted relation 
of seller concentration to oligopolistic performance may emerge from this 
system, upon the postulates of given reaction functions and given degrees 
of uncertainty, and this system seems to lead more readily to such predic- 
tions than simpler ones. Such predictions could be tested. Aside from this, 
the theory promises to leave us with hypotheses which cannot be verified 
or refuted because the proximate determining functions cannot be measured. 

Is this difficulty remediable, so that the theory could identify objective or 
ascertainable determinants of variation in oligopolistic performance—deter- 
minants like differences in seller concentration, differences in degree of 
product differentiation, etc.? Perhaps it is; if so, an additional range of pos- 
tulates is needed concerning the relation, if any, of the shapes of the deter- 
mining subjective functions——especially perhaps reaction functions and un- 
certainty ranges—to objective or ascertainable determinants like character- 
istics of market structure. If such postulates could be established and intro- 
duced, a different sort of end product might be produced by the theory. 

Of course, this sort of postulate—bearing on the determination of the 
balance between joint-profit-maximizing and antagonistic forces—is the cry- 
ing need of any theory of oligopoly pricing and is as essential to Kaysen’s 
theory as to any other. The basic need for this sort of postulate is not elimi- 
nated by introducing his elaborate analytical system. A theory of treaties— 
of when they will and will not be consummated and of what objective circum- 
stances affect their terms—is still needed. In the development of such a 
theory, the arm’s length guessing game which Kaysen has emphasized pro- 
vides only one, and perhaps a special, case. It may be said, however, that 
for this case at least, Kaysen’s basic model seems to provide a promising 
vehicle for the exploration of the a priori implications of an added range of 
postulates. 


RECENT DEVELOPMENTS IN UNITED STATES 
MONETARY POLICY 


INTEGRATING DEBT MANAGEMENT AND 
OPEN MARKET OPERATIONS 
By Ropert V. Roosa 
Federal Reserve Bank of New York 


A great deal of ground has been covered by debt management and 
credit policy over the past year, both in terms of events and of the 
printed word. The Treasury-Federal Reserve “accord” of March, 1951, 
has given credit policy an opportunity to begin to demonstrate in the 
market place many of the potentialities which these purely personal and 
unofficial remarks of mine might otherwise have been trying to demon- 
strate here in the simpler, but far less convincing, medium of the hy- 
pothesis and the syllogism. A provocative and persuasive review of the 
part that credit policy has played in shaping recent events has been pre- 
sented by Woodlief Thomas, in his paper on “Recent Experience with 
Monetary-Fiscal Measures.” Soon many of you will also be reading 
each other’s contributions to the important symposium being conducted 
by a special Congressional subcommittee, and there, too, much will 
have been added to the literature on credit policy and on the central 
role which purchases and sales of government securities by the Federal 
Reserve banks (under direction of the Federal Open Market Com- 
mittee) occupy in giving that policy a promising measure of effective- 
ness. 

In view of all this, I shall not attempt to boil again what will soon be 
an old pot. While further analysis of the influences and the limitations 
of credit policy as a contracyclical device is certainly still needed, and 
while the process of reshaping and reappraising will no doubt continue 
as long as these meetings are held, the greater relative need now is to 
look at the other side of things—at the problems for debt management 
that arise from pursuance of a flexible program of credit control. Con- 
siderations of debt management held credit contro] in shackles for so 
long that there is now a dangerous tendency to forget that there were, 
beneath the array of shibboleths that so many critics have been expos- 
ing over the last several years, some good and fundamental economic 
reasons for the original imposition of constraints upon credit policy at 
the outset of World War II and for some part of the hesitancy in re- 
moving those constraints following the war. The controversy brought 
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on by the overlong delay iri removing the arbitrary features of those 
constraints has fostered an implication that once the political questions 
of jurisdiction were resolved, the economic implementation of co- 
ordination between debt management and credit policy could be a 
straightforward, simple matter. That is not the case. 

Co-ordination, or integration, will pose problems during any phase 
of credit control, from ease, through neutrality, to restraint. But the 
tough, knotty problems arise during a period of restraint on the general 
availability of credit, when interest rates in the market are rising. This 
paper willl be focused almost exclusively on those most troublesome 
problems. It will not, however, discuss the conditions of a state of all- 
out war, although much of what follows should have a bearing upon the 
design of a war finance program that aimed to minimize both wartime 
inflationary pressures and a postwar inflationary aftermath. 

After a brief summary of the principal obstacles to smooth integra- 
tion, this paper will take up several possible alternative approaches 
toward overcoming them. The outcome should be at least to suggest 
that no simple, nor single, solution can be found. A continuing suc- 
cession of compromises between the objectives of debt management 
and credit policy will probably be unavoidable, but wider discussion of 
the possible bases for compromise should help to assure the greatest 


practicable fulfillment of both sets of objectives. In passing over the 
administrative side of Treasury-Federal Reserve relations and in ignor- 
ing the need for co-ordination among these two agencies and the activi- 
ties of all other arms of government, I do not mean to imply that the 
problems remaining in those areas are unimportant. It merely seems to 
me that the substantive problems of integrating debt management and 
open market operations are difficult enough to deserve separate study. 


I. The Nature of the Underlying Dilemmas 


There has been increasing recognition, in recent years, of the fact 
that debt management should be exercised with a view to over-all 
economic conditions—that it is not enough merely to pursue a program 
that assures temporary lodgment of the outstanding public debt. How- 
ever, the opposite side of this shield must be continued recognition of 
the fact that the Treasury does have to lodge all of the debt somewhere. 
Consequently, despite its awareness of a need for credit restraint, the 
Treasury cannot itself take steps in furtherance of that restraint which 
entail any appreciable risk of the failure (substantial undersubscrip- 
tion) of a new money offering or of an unusually large attrition (i.e., 
cash redemption) on a refunding or an exchange offering. The limits 
of elasticity that the Treasury might safely allow are probably subject 
to some range of variation, as will be suggested at a later point in this 
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paper, but the Treasury certainly will always want to feel assured that 
it can place in the market the greater part of any offering designed in 
reasonable conformity with the prevailing pattern of market prices. 
There are two kinds of obstacles to successful Treasury financing 
which may become serious in their proportions during a period of credit 
restraint: one arises from the influence of investor expectations in a 
competitive market and the other arises from the magnitude of the 
market operations which the Treasury must attempt to undertake. 

The Influence of Expectations. Declining securities prices (rising 
rates of interest) during a period of credit restraint may cause investors 
to defer the commitment of their funds while awaiting the movement of 
market yields to still higher levels. Investor motivations of this type 
led to the near failure of two important Treasury offerings in October, 
1942. It was this narrow escape which compelled a final crystallization 
of the plans that had been developing for some time to rely on price 
support through the subsequent war years while Treasury new money 
borrowing continued on an enormous scale. The support techniques 
developed were probably unduly rigid, and the added complications 
created by fixed support so paralyzed credit control that eventual 
abandonment was essential. Nonetheless, in greater or lesser degree, 
the reluctance of investors to commit their funds to any given security 
issue during a period of rising interest rates will always present a prob- 
lem to a debt management program. It is difficult to convey the per- 
vasiveness and seriousness of this dilemma in brief, simple language; 
the fact that it literally haunts those who are associated with the gov- 
ernment security market, however, is unquestionable. At the very least, 
this dilemma affects significantly the types and maturities of securities 
which the Treasury can expect to market successfully. 

The Problem of Size. A government debt which amounts to one half 
of the total fixed-interest indebtedness outstanding in the economy can 
be kept continuously lodged only through the use of a wide range of 
security issues, reaching all principal classes of investors and extending 
into all segments of the maturity structure of the total debt. Three corol- 
laries may be drawn from this fact. First, the active trading interest in 
any single government security at a given point of time is often rela- 
tively “thin”; and the supplementary absorptive capacity of the gov- 
ernment security dealers, who “make a market” for all types of govern- 
ment securities through standing offers to buy or sell in reasonable 
amounts for their own account at quoted prices, must be measured in 
the aggregate in millions rather than billions. Second, in comparison 
with the size of the usual current active interest in any single sector of 
the market, the amount of each Treasury offering must be relatively 
large. That is, at whatever maturity the Treasury chooses to place a 
new offering, the dollar amount of that offering will be very large in 
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comparison to the usual flow of funds available at a given time within 
the selected maturity sector. Third, any refunding operation must take 
out of the market a very short-term security which the market has 
shown itself willing to hold and replace it with a new security that must 
be at least several months (if not years) longer in term. 

The question then is whether, despite the existence of a well- 
organized market, itself sensitive to changes in the prices at which 
securities are available, the Treasury can expect to sell successfully its 
refunding or new money issues without strong outside help. This help 
would presumably have to correspond, in effect, to a vast underwriting 
service capable of carrying the offering while it was being wedged 
gradually into investor portfolios over a period of some duration after 
the date of issuance. 

The market mechanism does, to be sure, provide a possible way out. 
by facilitating a series of trades among holders of all different types of 
outstanding government securities, as well as facilitating the sale of 
such securities to investors with currently investible funds, the over- 
the-counter market brings together all potentially available funds into 
a single pool. And that pool will then include all investors who consider 
the terms of the Treasury offering attractive, whether those investors 
were currently in possession of investible funds or whether they had to 
obtain such funds by selling other securites out of their portfolios to 
investors who preferred these other securities to the new offering an- 
nounced by the Treasury. 

Despite the usual smooth and effective functioning of the market 
mechanism in bringing about the greatest possible convergence of funds 
at the point in the market to which the new Treasury security is being 
directed, the Treasury cannot be fully certain that the magnitude of 
these funds, after they have been assembled, will be sufficient to meet 
the Treasury’s needs. This is a kind of gamble that a borrower as large 
as the Treasury of the United States must face under any conditions, 
whatever the current state of credit policy. But so long as the Treasury, 
in designing its offering, takes into account not only the current level 
of market yields but also the weight which the new security will add 
to the particular sector of the market in which it is being placed, skillful 
debt management will normally assure a satisfactory subscription— 
unless interest rates should be rising at the time of issuance under the 
pressure of a general tightness in credit availability. Thus it is the 
combined influence of the large volume of any single Treasury offering 
in relation to the current flow of funds in the market at a given time, 
taken together with the influence of expectations mentioned above, 
which makes the problems of debt management so much more difficult 
when credit policy is aimed at restraint. 

The Possibilities for Reconciling Successful Debt Management with 
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comparison to the usual flow of funds available at a given time within 
the selected maturity sector. Third, any refunding operation must take 
out of the market a very short-term security which the market has 
shown itself willing to hold and replace it with a new security that must 
be at least several months (if not years) longer in term. 

The question then is whether, despite the existence of a well- 
organized market. itself sensitive to changes in the prices at which 
securities are available, the Treasury can expect to sell successfully its 
refunding or new money issues without strong outside help. This help 
would presumably have to correspond, in effect, to a vast underwriting 
service capable of carrying the offering while it was being wedged 
gradually into investor portfolios over a period of some duration after 
the date of issuance. 

The market mechanism does, to be sure, provide a possible way out. 
By facilitating a series of trades among holders of all different types of 
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of market yields but also the weight which the new security will add 
to the particular sector of the market in which it is being placed, skillful 
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when credit policy is aimed at restraint. 
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Effective Credit Restraint. The obstacles to smooth integration between 
debt management and credit policy during a period of restraint arise 
out of the nature of a free market and the necessary magnitude of the 
Treasury’s borrowing operations. So long as the market remains free 
and the public debt large, it is doubtful that there can be a simple reso- 
lution of the dilemmas just described. There are, however, four possible 
approaches to a workable compromise between the necessities of debt 
management and the objectives of credit restraint. Each of these four 
approaches represents a different degree of “give and take” as between 
the accepted aims of debt management and credit policy. The first of 
these, while recognizing that rigid, continuous support of the govern- 
ment security market could lead only to nullification of any attempted 
credit restraint, would accomplish integration through the use of “sta- 
bilizing purchases” of government securities from time to time. In effect, 
government security prices would be pegged at least part of the time, but 
the pegs themselves would be adjusted at intervals to major changes 
in credit conditions. Credit policy would be effected within the limits 
permitted by those pegs. The second approach would aim at insulating 
a large proportion of the government debt from the action of the 
market, in the hope that credit policy might then be exerted freely upon 
the private sector of the credit structure. The third would attempt to 
allocate “spheres of influence,” such as depending upon the Treasury to 
protect the prices of its securities through trading on its own account 
while the Federal Reserve pursued an independent course of action 
aimed at influencing member bank reserves and general credit avail- 
ability. The fourth would call for a wide range of flexibility in debt 
management operations, with the maturities and rates of interest on 
new (or refunding) offerings continuously adapted to changing credit 
conditions. 

All four of these approaches have been reflected in some form at 
various times in the actual implementation of policy during the postwar 
period. No doubt, any doctrine of debt and credit policy which eventu- 
ally emerges out of the experience following the accord of March, 1951, 
will find some place for one or more of the aspects of each of them. 
Whatever that outcome may be, however, a review of each will at least 
provide a convenient method of focusing attention upon some of the 
challenging issues that must be faced in attempting to achieve co- 
ordination between government debt operations and the national credit 


policy. 
II. The “Pegged Markets” Approach to Integration 


If it were possible to ignore the effect of debt management upon gen- 
eral credit and economic conditions and if control over the volume of 
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credit and the creation of money were not important, direct support of 
government security prices by the central bank could clearly provide 
an answer to the dilemmas described above. The actual marketing of 
the debt would always be accomplished with certainty. But that is a 
familiar story. The question here is whether some modification of this 
approach might not also be capable of providing the Treasury with the 
certainty it requires, while allowing credit policy to express itself. There 
are three different degrees of such a compromise approach which should 
be distinguished: market support, market stabilization, and market 
orderliness. The use of these terms has certainly not become standard- 
ized; any one of the three terms is often used to cover the meaning 
intended here for the others. Before discussing each of them separately, 
the usage intended for each in the present paper will have to be indi- 
cated. 

Market Support, Stabilization and Orderliness. For the purposes of 
this paper, market support means the pegging of floor prices for gov- 
ernment securities of all maturities (except perhaps the very shortest). 
The term will be further limited here to mean that the actual levels of 
these floor prices may be changed at infrequent intervals in response 
to major adjustments in the credit outlook. The transition from one 
pegged yield curve to another would be accomplished swiitly, so that no 
damaging expectations concerning Treasury offerings could be expected 
to backfire against the Treasury. The market would be assured that 
any given set of pegs, once established, would be kept in place for a 
considerable period of time. 

By contrast, market stabilization would imply only that the central 
bank should hold prices relatively constant in the sector of the market 
to which a current Treasury offering was being directed. Interest rates 
would generally be free to move for some period of time between major 
Treasury financing operations. There might be both a broad and a 
narrow interpretation of stabilization. The broad would imply that 
purchases in the relevant sector of the market would continue from the 
original date of a Treasury announcement until the sale or exchange 
had been consummated and, if necessary, for some time thereafter in 
order to allow a suitable time for “market digestion” of the offering. 
No precise dates could be set upon this broad interpretation since the 
duration of the stabilizing purchases would depend upon the rate at 
which any given offering moved out into relatively firm hands. The 
narrower or stricter interpretation of stabilization would mean the 
setting of relatively firm bid prices from the date of the Treasury’s 
initial announcement until the subscription books were closed, with an 
occasional possibility of “when issued” trading by the central bank 
until the date of actual issuance of the security. 
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Central bank purchases for the purpose of maintaining orderly 
market conditions would have only an indirect bearing upon the recep- 
tion of any specific Treasury new offering by the market. Instead, 
orderliness would be preserved throughout the market for government 
securities by preventing unduly large day-to-day price reactions as a 
consequence of small purchase or sale offers at a time when no cor- 
responding sales or purchases were forthcoming. System purchases or 
sales might be limited to a single issue, with the market itself carrying 
through the influence upon others, or the System’s orderly market 
transactions might be made directly in several issues. The rationale of 
such orderly market operations would arise from the fact that wide 
price swings on the basis of very thin activity might possibly set off 
cumulative reactions that would carry market prices and market 
activity far beyond the magnitude that could be expected to be main- 
tained over time on the basis of underlying supply and demand condi- 
tions. Shielding investors in government securities against the risk of 
capricious price movements would encourage a wider measure of con- 
tinuous participation in the market. That result would be helpful to 
credit policy by widening the active trading base, but would not prevent 
the System from backing away under heavy selling pressure. It would 
be also of benefit to the Treasury by helping to broaden ownership of 
the outstanding debt; but it would not attempt to limit price move- 
ments reflecting real changes in the supply of or demand for credit. 

These attempts at definition, it should be stressed, have not been 
blessed by official sanction in any quarter. They represent only my 
own handiwork in constructing crutches upon which the argument of 
the present paper can lean. 

Support with Adjustable Pegs. The proposal to use adjustable sup- 
ports, which can be changed in response to major credit developments, 
represents a serious misreading of the basis upon which an effective 
credit policy rests. Actually, the case for credit policy which has been 
evolving from the many-sided discussions of the past several years does 
not attach particular significance to any given level of interest rates. 
Credit restraint can be maintained so long as interest rates are free to 
move. It is the uncertainty of future rate movement which makes it 
possible for credit restraint—at least in some circumstances—to be- 
come effective, while resulting only in fractional changes in interest 
rates; and it can even be effective at times without causing any notice- 
able change in actual market yields. This analysis of the means through 
which credit becomes tightened has been summarized in the replies 
recently submitted by the Federal Reserve Bank Presidents to the 
Patman Subcommittee, which will be published shortly, and need not 
be developed at length here. 
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Of course, a sudden downward adjustment in support prices, or 
pegs, would have the immediate, temporary effect of tightening credit, 
as holders of outstanding government securities found themselves faced 
with capital losses, the magnitude of which would depend upon the 
maturity of the obligations they held. But so long as the new curve 
remained pegged, with yields ascending gradually from the shorter- 
term to the longer-term obligations, the passage of time would begin 
to bring about a rise in the market price of fixed-interest obligations 
that would soon offset, for the nearer term securities, the absolute 
amount of the capital loss implied by the rate increase. The capital loss 
deterrent would thus become weaker with each passing month. Within 
a short time, a substantial volume of debt would be available for sale 
without appreciable penalty at the supported prices being maintained 
by the fixed purchase bids of the Federal Reserve System. In an im- 
portant measure, the initiative for the creation of fresh reserves would 
then shift to market investors, as an inevitable consequence of System 
support of a fixed yield curve. Recognition of that fact might cause a 
support effort to rely on maintenance of a horizontal yield curve. In 
that event, the phenomenon just described would not occur. The effect 
of supporting a horizontal yield schedule, however, would be to place 
government securities of all maturities on a common yield basis and 
to hold them there regardless of the relative short- and long-term 
preferences of the market. In effect, all government debt would become 
short-term debt. It can scarcely be argued that a government debt 
equal to one-half the debt of the total economy could all be kept lodged 
in short-term form. The debt monetization that would accompany such 
an approach to pegging would be frightening. That type of pegging 
could only be contemplated during a period of total war, with com- 
pulsory direction of investments and ironclad physical controls over 
production and spending. 

On the other hand, so long as a sloping yield curve were to be frozen, 
the phenomenon of “playing the pattern of rates” that characterizes 
any firmly supported market would re-emerge. And the consequences 
of this kind of abuse, which eventually forced the abandonment of rigid 
support the last time, would begin exerting the same kind of pressure 
again. 

Market Stabilization for Specific Offerings. The broad interpretation 
of stabilization purchases would, in effect, assure investors that they 
could not possibly better their return until some appreciable period 
after the given offering had been placed, and even that relatively distant 
prospect of possibly greater yield would be uncertain. Moreover, the 
free availability of Federal Reserve credit during the period of the 
Treasury’s offering would provide sufficient funds for the kind of 
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underwriting operation that was described above. Since most of the 
large investors whose combined actions dominate the course of the 
market have contractual (or actuarial) income requirements to meet, 
their long-term investible funds cannot remain out of the market for 
any extended period (nor in highly liquid short obligations bearing 
relatively low yields). A relatively long period of market stabilization 
might be expected, therefore, to assure the maximum attainable com- 
mitment of investible funds to any given offering, either through the 
direct attraction of those funds or through the indirect mobilization of 
those funds by means of a chain of switches among holders of other 
securities within the market. But the hazards for credit control under 
this approach would be relatively great. 

During a period of general restraint when inflationary forces pre- 
sumably would be strong, alternative demands for credit would also 
be strong, and holders of any securities in the range affected by the 
Treasury’s offering could have assurance of new funds, obtainable on 
their own initiative, for use in expanding the flow of credit to the 
private sector of the economy throughout the relatively long period of 
the System’s stabilizing operations. The narrower interpretation of 
stabilization—a relatively brief period of stabilizing bids, with bids 
limited to only one or at most very few issues and with the duration of 
the bids subject to some uncertainty—would present relatively little 
threat to the continuation of credit restraint. Funds released to the 
market might be reabsorbed at the time through sales of other securi- 
ties more remote from the area in which the new offering was to be 
placed, or in any event could be reabsorbed fairly readily within a few 
weeks after the Treasury’s books were closed. The question here would 
be whether the protection offered to the Treasury’s marketing operation 
would be adequate. Investors could feel assured that nothing could 
happen in the market to disrupt their calculations during the actual 
offering period, and that would exert some influence upon them, but the 
fear of an early resumption of further tightening (with the implication 
of rising yields) might persuade them to “sit this one out.” 

From the standpoint of credit policy, in the sense in which that 
policy has been developed and refined in the recent literature and 
through the recent actions of the Federal Reserve System, only the 
narrower approach to stabilization would seem acceptable. It is partly 
for that reason that attention has also been given to such proposals as 
those for insulation of the government debt from the market, or the 
use of the Treasury’s own funds to support its obligations in the 
market, or the development of more diversified and variable techniques 
for management of the Treasury’s marketable debt. Each of these 
approaches will be considered shortly. 
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The Maintenance of Orderly Markets. By preventing capricious 
movements of market prices, in a market so extensive that occasional 
air pockets are unavoidable, orderly market purchases or sales can cer- 
tainly make a useful contribution toward maximizing investor partici- 
pation in the government security market. As already noted, that con- 
tribution will be of indirect benefit both to the System’s sustained use 
of open market operations as the principal instrument of credit policy, 
and to the Treasury’s ability to keep all of its debt placed within the 
market. There can be little question that orderly market operations of 
the type described in this paper should be continued. There is little 
ground for hope, however, that they can contribute materially toward 
a resolution of the fundamental dilemmas to which this paper is ad- 
dressed. 


III, Insulating the Government Debt from the Market 


Proposals for insulating the government debt from the market, in 
order to allow credit policy a wide range of freedom in influencing the 
availability of credit to the private sector of the economy, have often 
been presented as panaceas for the kind of difficulty just described. 
Insulation might be attempted in two ways: by freezing bank holdings 
of short-term government securities into a required secondary reserve 


of some type or by putting most of the debt (except that of shortest 
term) in nonmarketable form. A required secondary reserve of govern- 
ment securities would probably only succeed, however, in locking up 
the intramarginal holdings of the banks, leaving effective credit policy 
dependent upon the System’s use of open market operations at the 
active margins where bank or nonbank holders of short- or long-term 
government securities attempt to switch out in favor of other uses for 
their funds. Perhaps Professor Seltzer intends to provide an 
answer to reservations of that sort. But I have not yet seen such an 
answer, and consequently this paper will pass quickly to insulation of 
the second type: placing a major portion of the government debt in 
nonmarketable form. 

The price of a nonmarketable (but redeemable) government security 
would not be subject to fluctuation. Consequently the Treasury’s 
marketing difficulties, which arise from the risks of changing market 
prices, would apparently be by-passed completely. The flaw in the ele- 
gance of this analysis is that even nonmarketable debt must be sold 
to investors who have the alternative of placing their funds in the freely 
fluctuating private market. It would thus appear that nonmarketable 
debt could only be initially sold, and the Treasury thereby provided 
with the advantages of insulation, if the nonmarketable debt were to 
bear a yield near the top of the range of practicable fluctuation in other 
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investment outlets (after allowance for a differential adjustment for 
credit risk). 

Limitations on the Use of Nonmarketable Debt. The price of insula- 
tion would thus seem to be extremely high. The Treasury would find 
itself paying an interest yield, not only during an inflationary period, 
but at other times as well, in excess of the highest yield at which market 
obligations might be placed. Fiscal prudence would scarcely permit 
that kind of approach. But the proponents of nonmarketable debt 
have suggested an answer to that difficulty. Since the transition to a 
debt consisting largely of nonmarket obligations must inevitably be 
gradual, much of the nonmarketable debt could be placed in periods 
when interest rates were at moderate or low levels. While substantial 
amounts of Treasury borrowing in this long-term form might not be 
attempted in the trough of depression, in order to avoid any semblance 
of competition with the private credit market then in need of great 
encouragement, there would be many other periods when nonmarket 
debt might successfully be sold at interest yields somewhat above the 
current market, while not excessive in an absolute sense. Then, the pro- 
ponents would argue, once investors had become lodged in nonmarket- 
able securities they could not, or would not, get out to return again 
into the free sector of the credit market. 

There are several practical questions concerning this prescription. 
For one, most of the large-scale investors are alert enough to the need 
for retaining flexibility of action, in order to take advantage of im- 
proving market yields, to avoid initial purchase of an obligation 
clearly designed to be a trap. Thus a nonmarketable obligation which 
did not contain some kind of redemption feature would probably be 
passed over by most investors, and the Treasury would be left holding 
an empty bag. If, however, a redemption feature is included, initial 
subscriptions might be somewhat greater, but serious risks would then 
be created both for debt management and credit policy. 

Here, again, the freshness of recent experience provides a ready 
substitute for detailed explanation. The Series F and G bonds, for 
example, built around a redemption schedule which provides heavy 
penalty against early encashment and high yield for holding over the 
later years, were initially sold in very large amounts during the war. 
Part of their attractiveness came from the fact that their average 
interest yield was above that obtainable on most other savings outlets 
for the private individual. Yet as interest rates have risen under the 
interacting pressures of credit restraint and inflationary credit demand, 
sales of these savings bonds have declined; redemptions have increased. 
All forms of outstanding savings bonds and notes have been a net drain 
upon the Treasury over the past year. In fact, the redemption sched- 
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ules of the savings bonds now outstanding actually constitute sched- 
ules of “peril points.’”” Whenever prevailing yields in the market rise 
appreciably, as they must if the accelerating impetus of credit expan- 
sion is to be checked during an inflationary period, the nonmarketable 
debt begins to fall in upon the Treasury for redemption. It has been 
insulated from the market only for the period when insulation was 
not particularly needed, either from the standpoint of Treasury cash 
operations or from the standpoint of credit policy. Once the time has 
arrived for insulation to furnish its protection, the nonmarketable debt 
becomes a drain upon the Treasury’s cash, and the resulting risk that 
the Treasury may have to borrow in a form that will intensify infla- 
tionary pressures becomes greater. 

Nonmarketable Securities for Small Savers. This is not to suggest 
that there is no place for the savings bond in a well-diversified Treasury 
financing program. Such an instrument can serve two important pur- 
poses. First, it provides the small saver or investor with a certain 
alternative to the risks of market price fluctuation. Since many small 
savers cannot undertake the close study required for successful invest- 
ment in a fluctuating market, they may well be satisfied with a security 
that pays them a relatively high yield when market rates are low, 
even though it does not pay them a higher yield when market rates 
are rising under inflationary pressure. As a way of protecting the 
small saver against the kind of disheartening decline in government 
security prices that bewildered so many individual investors after 
World War I, the savings bond can make an important contribution. 
As a second consideration, by providing a safe haven for the small 
saver’s funds, this instrument gives the Treasury access to an im- 
portant source of real savings, widening the direct participation in 
holding of the Treasury debt. With a debt of the present magnitude, it 
is important that every possible pool of investible funds be reached 
by the Treasury through an instrument best suited to the investors who 
compose each of these pools. 

It is doubtful whether more than token holdings of savings bonds 
can find a place in the diversified portfolios of the market-wise and 
market-sensitive institutional investors, whose combined resources 
represent the greater share of the nation’s supply of savings and investi- 
ble funds. To the specialized staffs of portfolio managers in these insti- 
tutions, market price fluctuations are the “stock in trade.” 

The Threat to Flexible Credit Policy. So far as credit policy is con- 
cerned there is another great risk introduced by the existence of a large 
outstanding volume of redeemable savings bonds. The threat of the 
peril points imbedded in the redemption schedules is not only a po- 
tential drain of Treasury cash but also a threat that the utilization of 
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the cash obtained through net redemptions will further aggravate the 
difficulties of controlling the over-all supply of investment funds 
through credit restraint. At a time when restraining measures might 
lead to a further rise in interest yields (although a precise effect upon 
yields is never the specific objective of credit restraint), the central 
bank may be reluctant to proceed. For ‘f interest rates in the market 
should rise above the peril points for any sizable volume of the non- 
marketable bonds outstanding, the release of funds through Treasury 
redemption of large amounts at the initiative of the holders might 
seem a greater evil than that of postponing further direct measures of 
credit restraint. Paradoxically, then, the nonmarketable debt might 
be kept insulated only because credit policy has ceased to meet its full 
responsibility. Instead of freeing credit policy, the nonmarketable debt 
would have placed a new kind of strait jacket upon it, as confining in 
its ultimate effect as a program of outright central bank support for the 
prices of marketable government securities. 

In passing, note should be taken of the latest innovation in the design 
of nonmarketable debt instruments. That is a nonmarketable bond 
which, although not redeemable, is convertible into a marketable note 
of short or intermediate term. That kind of instrument is intended, in 
effect, to provide a flexible redemption schedule. In times of credit 
tightness, market yields on the convertible note would be well above 
the coupon rate. Anyone wishing to get out of the nonmarketable bond, 
in response to rising yields in the market outside, would find, on con- 
verting his nonmarketable bond into the marketable note, that he could 
sell the note in the market only at a substantial penalty. The penalty 
would continue to increase as credit tightened further. It may be that 
an instrument of this type offers a possibility for successful insula- 
tion of some part of the government debt from the current market, al- 
though the related impact on the market for notes would raise serious 
new problems. These possibilities certainly deserve further study, but 
the present writer is unable to comment further upon them in the space 
of this paper. 

On balance, it would appear that an attempt to insulate a substantial 
part of the debt from the market would probably fail, so long as 
investors are left with freedom of choice. But even if a way could be 
found, credit policy would then be deprived of one of its most im- 
portant new opportunities. For decades, the effectiveness of central 
bank control over credit availability has been impaired because the 
channels through which that control reached the long-term market were 
devious and indefinite. Instead of retreating from the opportunities now 
provided for making credit policy effective through open market opera- 
tions in the long-term sector, the rewarding course should be to develop 
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methods for assuring successful placement of an even greater volume 
of long-term marketable debt. 


IV. Designating Separate Spheres of Influence 


Up to this point, Treasury operations have been considered solely 
from the viewpoint of the issuance and management of the public 
debt. The Treasury is also, in its capacity as agent or adviser for the 
various government trust funds and investment accounts, an important 
investor in its own obligations, The Treasury could potentially, through 
the funds and accounts which it administers, become a much larger 
investor in its own outstanding marketable securities than the Federal 
Open Market Account. Moreover, in addition to the investment po- 
tential of the various funds and accounts, the Treasury could be given 
wider power to purchase its own securities in the market out of 
budgetary receipts. 

In recognition of the vast amount of unused Treasury possibilities 
for direct trading in the market, the suggestion has been made from 
time to time that the Treasury should accept full responsibility for 
maintaining the kind of market conditions that it considers satisfactory 
from the viewpoint of its own requirements. With the Treasury carry- 
ing this responsibility, the suggestion would then be that the Federal 
Open Market Account should operate solely with regard to prevailing 
credit conditions and the need for limiting or increasing bank reserves. 
The central bank would thus, presumably, be freed of the dual re- 
sponsibility which has created so many difficulties in the past. There 
is an appealing ring of simple, straightforward logic in this suggestion. 
But, like most solutions intended to cut through to the roots of a prob- 
lem in a single blow, the easy simplicity of this one is deceptive. None- 
theless, while practical obstacles and considerations of principle would 
prevent successful segregation, a brief review of these difficulties does 
suggest that greater use could be made of the funds and accounts along 
lines already established. 

Can the Treasury Obtain Funds for Stabilizing Purchases When the 
Funds Are Needed? The fact that the Treasury administers a large 
volume of investible funds does not in itself assure the Treasury that 
it can have an adequate supply of free funds available at any time for 
the uncertain volume of purchases that would have to be made in 
assuring stable markets for every offering. The net cash proceeds of the 
funds and accounts now flow into the Treasury’s current cash budget; 
if any of these proceeds are to be held in idle balances for use in market 
stabilizing operations or eventually lodged in further net acquisitions 
of marketable debt through such operations, the Treasury must find a 
corresponding amount of additional funds for its current budgetary 
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requirements. In over-all effect, the Treasury will have to obtain 
greater revenues through taxation or add to its own direct borrowings 
in the market in order to make funds available for the purpose of 
stabilizing market prices. The paradox will be that the Treasury can 
most readily set aside funds for market stabilizing purposes when it 
currently enjoys a cash surplus; yet in such periods, the use of a Treas- 
ury surplus to build up idle balances at the Federal Reserve banks or to 
retire maturing debt held by the Federal Reserve banks could itself 
serve as a useful limitation upon bank reserves. 

Thus, at a time when the Treasury would be best able to stabilize 
the market for its own outstanding securities, a more direct use of the 
Treasury’s cash receipts in an anti-inflationary manner would actually 
reduce the need for decisive measures of credit restraint through the 
Federal Open Market Account. Conversely, if the Treasury were not 
accumulating a current cash surplus during an inflationary period, 
there would be an even greater need for vigorous credit restraint 
through the System’s open market operations. In order to carry out an 
independent program of market stabilization at such a time, the Treas- 
ury would have to obtain the necessary additional funds by selling 
other marketable securities out of the existing portfolios of the ac- 
counts or by redeeming special issues held by the accounts and selling 
new issues of other types of securities that were in demand in the 
market. That is, at the very time when the System Open Market Ac- 
count was refusing to buy, or perhaps selling, in the interest of credit 
restraint, the Treasury would also have to place additional securities 
in some sectors of the government security market in order to obtain 
the funds needed for protecting the particular sector of the market that 
was most under pressure. The conflict between credit restraint and 
the stabilizing of markets for purposes of Treasury borrowing might 
thus be further aggravated. 

The Risks of Conflicting Operations. In a period of inflationary ex- 
pansion, the Federal Reserve could be expected to back away from 
any sale offers arising in the market, whether or not it was making an 
effort to sell securities out of its own portfolio. The Treasury, mean- 
while, might find it necessary to make stabilizing purchases in the 
market. The resulting see-saw influence upon bank reserves and the 
prices of government securities would produce conditions of such un- 
certainty that the Treasury’s market might well be spoiled, while the 
Federal Reserve System might find the same uncertainty mounting to 
such heights that it could not successfully make all of the offsetting 
sales that would be needed if the freshly created reserves were all to be 
reabsorbed. If there were to be any resolution of the conflict before this 
deplorable extreme had been reached, that resolution would depend 
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upon agreement and understanding between the Treasury and the Sys- 
tem. It would essentially be an agreement of the same nature that would 
have been required in reconciling Treasury borrowing requirements 
with the objectives of credit policy if the Treasury had not assumed 
responsibility for “protecting” its own market. Recognition of this fact 
does not, however, rule out the possibility for use of the cash available 
in the Treasury administered funds and accounts in a manner that may 
supplement or reinforce the dey-to-day efforts of the Federal Open 
Market Account itself to operate on the basis of a reasonable com- 
promise between these objectives. 

Co-ordination Instead of Separation. In general, the Treasury’s ob- 
jective in the past in administering the funds and accounts has been to 
avoid or to minimize interference with the activities of the Federal 
Open Market Account when purchasing suitable securities with any 
funds earmarked for investment in the marketable sector. But there 
may well be room for a change of degree, or emphasis, in the cus- 
tomary investment procedures of the Treasury’s funds and accounts. 
Instead of neutrality, interrupted by infrequent direct purchases aimed 
at influencing an unusual market situation, the approach might be that 
of continued readiress to provide funds (as available) for co-ordinate 
use along with the System’s funds for any temporary phase of market 
stabilization, The trust funds and accounts might also expect to come 
into the market to relieve institutional investors of holdings tempo- 
rarily acquired at a time of compelling Treasury need for funds, as the 
sustained carry of those holdings at relatively low yields begins to im- 
pair the ability of such institutions to satisfy their actuarial income 
requirements. The prerequisites for such action would be understand- 
ing and co-operation between the Treasury and the System; and there 
could be no reliance upon a simple formula for “sharing the work.” 
Continuous compromises would have to be developed, case by case. 


V. Increasing the Flexibility of Debt Management 


The conflict between credit restraint and maintenance of market 
conditions favorable to Treasury financing does not arise in the market 
as an “all or nothing” phenomenon. It affects the type of financing and 
the proportion of new money or refunding offerings accepted readily 
by the market. A fairly substantial response can be expected to any 
Treasury offering reasonably adjusted to current conditions, and so long 
as some investors are willing, it should be possible to increase the 
degree of response through further development of debt management 
techniques. Investor reluctance in the face of restraint will probably be 
greatest while memories of pegged markets are still fresh. Eventually, 
a free market should in some measure embody in its current prices the 
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discounted effects of expected future variations in interest yields. 

While the heavy responsibilities of debt management preclude fre- 
quent or extensive experimentation and justify a certain gingerliness 
in espousing any innovation that resembles a mere “gadget,” the 
Treasury should be able to aim its long-range program at reducing the 
area of conflict between debt management and credit restraint, and 
may also be able to consider changes in the design of its offerings or 
in its offering techniques for meeting specific situations from time to 
time. 

Reducing the Area of Conflict. For the longer run, one great potenti- 
ality for reducing the conflict lies in the development of a governmental 
fiscal policy focused on the maintenance of economic stability. If fiscal 
policy could follow the course laid out for it in the economic literature, 
Congressional expenditure and revenue measures would, in their com- 
bined effect, provide the Treasury with a substantial cash surplus 
whenever inflationary pressure became strong. In that happy state, the 
Treasury would then have no occasion to borrow new money in a 
tightening credit market; occasionally large cash redemptions on re- 
funding offers could be met without impinging on the Treasury’s cash 
needs for current expenditures; and the residual funds remaining in 
the Treasury’s balances, after expenditures and attrition had been met, 
could be devoted selectively to retiring debt held by the Federal Re- 
serve banks in order to maintain pressure on bank reserves. In an im- 
portant degree, it is the apparent inability of the real world to approxi- 
mate that ideal which creates the need to develop other approaches for 
integrating debt management and credit restraint. 

The Treasury could also help to minimize collisions between debt 
management and credit restraint over the long run ahead by pursuing 
a vigorous program for funding the debt and by carefully spacing the 
maturities of that portion of the debt which remains in short-term 
form. At present, the proportion of the outstanding marketable debt 
which passes through the market for refunding each year is approach- 
ing one half. The passage of time forces upon the Treasury a continu- 
ous shortening of the outstanding debt. Any success over the long run 
ahead in reducing the proportion of short-term debt would not only 
lessen the burden of refunding during an inflationary period by virtue 
of the smaller amounts coming due but would also permit the Treasury 
in a period of market disturbance to place its then current offerings in 
the short-term market without risk of overloading. That would also 
coincide with investor preferences for temporary liquidity in such 
periods. If, in addition, the portion of the debt regularly allotted to 
the short-term sector could be carefully spaced in maturity, there 
would be more room for flexibility in credit policy during the intervals 
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while the Treasury was out of the market. Recent partial efforts to 
cluster one-year debt around quarterly maturity dates suggest a 
promising line of development. 

During periods of credit tightness, debt management would pre- 
sumably have to give particular emphasis to the weight which a given 
new offering will place upon the sector of the market in which it is to be 
lodged. This is not a simple matter in practice because unduly rich 
coupons would, in the language of the market, “throw the existing 
debt out of bed.” One way to help limit the unloading of outstanding 
securities by investors switching into an attractive new offering might 
be to place such offerings, where possible, at wide vacant spaces in the 
maturity distribution of the outstanding debt. 

As the procedures of debt management become adapted to the con- 
ditions of a flexible credit market, it is also possible that some of the 
more or less arbitrary criteria of successful financing can be modified. 
Perhaps present views concerning the admissible attrition on a refund- 
ing offering are unduly narrow as a result of the long acquaintance 
with supported markets. The fundamental test would seem to be 
whether or not the Treasury is able to obtain the funds needed to meet 
its contractual obligations. So long as the Treasury can meet an un- 
expectedly poor response to a given issue by re-entering the market 
with another, perhaps placed in a different sector, and so long as tem- 
porary advances from the central bank are available in the extremity 
of a momentary cash shortage, the Treasury should be able to meet this 
underlying test with a somewhat broader definition of satisfactory 
response to given offerings than has been judged necessary in recent 
years. 

Variation in the Design of Treasury Offerings. The range for flexi- 
bility in the design of Treasury offerings extends over the three es- 
sential characteristics of any given security: its marketability, its 
maturity, and its coupon (or interest) yield. 

The principal investor groups are geared to sensitive adjustment 
among the yield opportunities afforded by marketable securities. For 
this reason and because credit policy may gain in effectiveness by 
reaching such investors directly through open market operations in 
long-term government securities, the bulk of the Treasury debt should 
probably always be placed in marketable securities. For a comparable 
reason, which deserves further elaboration than space permits here, it 
is doubtful whether issues of longer-term bonds in the future should 
be ineligible for bank purchase, except possibly during a war when 
deficits may have to be financed to a considerable degree by bank 
credit and special arrangements may be needed. At any other time, the 
processes of refunding or exchange within the market reduce the 
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arbitrary segregation of bank restricted issues to a mere fiction. Alert 
bank examination will, in any event, prevent bank acquisition of such 
securities in excess of the prudent limits dictated by the nature of each 
bank’s liabilities. And the issuance of Treasury securities can be better 
handled if all classes of market investors are permitted to enter initial 
subscriptions, even though many may merely serve us temporary 
underwriters pending ultimate resale to other investors over time. The 
risks which must be most closely guarded are those which arise in 
permitting banks to make payment by credit to a Treasury account 
on their own books. 

So far as the maturity of Treasury obligations is concerned, the 
increasing importance of institutional investors and their own develop- 
ment of very long-term lending techniques for serving the private 
sector of the economy suggest that the Treasury might successfully use 
bonds of longer term. The longest issues in the Treasury list now run 
sixteen years to call, or twenty-one to maturity. The Treasury might 
open up an important source of funds, even during a period of restless- 
ness in market rates, by reaching out beyond to thirty, forty, or per- 
haps even fifty years. Following some experience with this approach, 
it might be able eventually to consider the use of “consols” and thereby 
possibly place some portion of its indebtedness in a form that would 
never require refunding. With a debt of the present magnitude, that 
further type of diversification might well be justified. Another tech- 
nique, suitable for a period of credit restraint, would be to widen the 
gap between call date and maturity date on a long-term issue, thus 
providing the Treasury with a hedge against a marked decline in 
long-term rates at some distance in the future while giving investors 
the assurance of a relatively high yield for the period to call date. Other 
variations of this approach have been suggested; some of them would 
make the call feature conditional upon market prices reaching a speci- 
fied premium, While suggestive, these more particularized devices run 
the risk of being too narrowly designed to meet the problems visible 
today without possessing the range of general adaptability that may be 
needed over an uncertain future. 

Setting a coupon which will be attractive to the market without 
unduly disturbing the holdings of outstanding securities is a challeng- 
ing assignment. The successful development of the auction method in 
connection with Treasury bills suggests that an extension of this tech- 
nique to obligations of somewhat longer-term might provide the Treas- 
ury with a means of letting the market decide the precisely suitable 
yield, in relation to alternative uses for funds. Another approach to 
that same end, which would be applicable in the case of longer-term 
issues, might be for the Treasury to indicate the general nature of a 
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forthcoming offering well in advance and await market reaction to that 
announcement before setting its specific terms. 

The Treasury’s Techniques in Offering Its Securities. Many of the 
Treasury’s offering methods are imposed upon it by the present organi- 
zation and composition of the government security market. While there 
is nothing sacrosanct about the nature of that market and while it does 
have short-comings, the relevant question is whether any other alterna- 
tive set of market arrangements would correct those shortcomings 
without creating other more serious defects. Such an examination, if 
it is ever to be made, must proceed under high auspices and be con- 
ducted with the aid of skilled technicians. The suggestions made here 
presume continuance of the existing form of market organization. 

Given that type of market, the possibility must always be kept open 
for efforts by the central bank to provide some measure of price stabili- 
zation. So long as the market has assurance that a backstop may be put 
in place from time to time, no unusual repercussions would follow the 
actual appearance of occasional stabilizing purchases. The market is, 
however, so sensitive and the competition among dealers is so keen, 
that any attempt to define specifically the conditions on which stabiliz- 
ing purchases might be made would unavoidably lead the active inter- 
ests in the market occasionally to work against the System Account, 
and thus against the joint aims of debt management and credit policy. 

In addition to stabilization purchases of an undefinable magnitude, 
for the purpose of maintaining market conditions suitable for the place- 
ment of Treasury offerings, several innovations might be considered 
in the Treasury’s detailed offering techniques. One question concerns 
the time period allowed between the date of original Treasury an- 
nouncement of actual terms and the date for opening the Treasury’s 
subscription books, as well as the interval between the date set for 
the closing of the Treasury’s books and the date on which the subscrip- 
tion must actually be taken up. In general, the shorter these intervals 
the less will be the conflict between any purchases specifically aimed at 
market stabilization and the System’s attempts at credit restraint. As 
already suggested, however, in the case of longer-term offerings, the 
Treasury might under some circumstances wish to make a broad indi- 
cation of its plans well in advance of setting the specific terms in order 
to permit the market to provide some guidance to the selection of ade- 
quate terms and to permit investors to arrange their investment plans. 

The Treasury may also have to find a way to compete directly 
against the heavy commitment backlogs of the large institutional in- 
vestors. Of course, the extensive use of private commitment arrange- 
ments may be in part an outgrowth of “pegged market thinking,” and 
as greater flexibility appears, investors may be less anxious to commit 
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in advance a large proportion of the funds they expect to receive. 
Should commitments continue on a substantial scale, however, they 
would indicate an investor willingness to tie up long-term funds at 
attractive terms despite the intervening fluctuations of the market. 
The Treasury might then find a way to share in those forward commit- 
ments. One possibility would be to offer a security for which payment 
could only be made in installments spread over several months or 
calendar quarters. The Treasury might also be able to vary its offering 
arrangements, and perhaps minimize the risks of miscalculating in- 
vestor response in some situations, by using a package offering of sev- 
eral issues, thereby spreading the impact of a given operation over 
several sectors of the market. 

None of the possible innovations in design or in offering techniques 
can receive here the attention they deserve; nor is this paper intended 
as an unqualified endorsement of them. Perhaps enough has been said, 
however, to justify the suggestion that further wide-ranging study of 
such possibilities should eventually be able to provide debt manage- 
ment with a measure of flexibility that is at least consistent with a 
genuinely flexible credit policy, and may also at times actually rein- 
force the influences exerted on general credit availability by the Sys- 
tem’s open market operations. 


VI. Conclusion 


The market sensitivity arising from the large size and wide distribu- 
tion of the public debt and from the increased channeling of investment 
funds through the portfolios of institutional investors has created a 
fresh opportunity for exerting effective credit restraint through the 
open market operations of the Federal Reserve System. The develop- 
ments which have provided credit control with this opportunity have, 
at the same time, intensified the problems confronting debt manage- 
ment in assuring lodgment of the debt during periods of credit restraint. 
Both the opportunities for credit policy and the problems for debt man- 
agement are inevitable results of the fact that investment decisions 
remain free while placement of the large public debt is imperative. Any 
attempt to strike through the dilemmas addressed in this paper by 
resort to methods of compulsion in lodging the public debt would 
undercut the fundamentals of this country’s financial structure. Per- 
haps such a question may at some time have to be faced; but the 
attempt here has been to suggest that a wide range of possibilities 
remain open for compromise between debt management and credit re- 
straint within the framework of a market responsive to free investor 
decisions. 

While rigid suport of government security prices, even if the support 
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levels could occasionally be changed, would eventually result in the 
nullification of attempts at credit restraint, there would appear to be 
good reason for the central bank to exert a limited stabilizing influence 
on market prices from time to time. So long as there is no adherence 
to a rigid formula for stabilization and so long as the market is aware 
that stabilization is provided on a case-to-case basis, the actual duration 
and volume of such purchases may not be a substantial deterrent to 
sustained credit restraint during an inflationary period. It is also pos- 
sible that closer co-ordination between the Treasury and the System 
Account may result in placing a somewhat greater proportion of the 
burden of stabilization purchases on the Treasury administered funds 
and accounts, thereby also permitting any needed stabilization to be 
accomplished with funds currently obtained from the income stream or 
the market rather than funds newly created by the Federal Reserve. 
Insulation of a major part of the debt from the action of market forces 
would seem an impossibility, so long as investors’ decisions remain free 
and the principal investors remain keenly sensitive to fluctuating 
yields. Nonetheless, by providing some savers with an attractive non- 
marketable security, the Treasury can keep one of the more volatile 
groups of investors out of the marketable sector of the outstanding 
debt. In addition, the Treasury should be able to develop a wider range 


of flexibility in programing its financing, in order to meet the competi- 
tion of the market and to help in realizing the important potentialities 
of a contracyclical control over credit availability. From among the 
alternatives discussed here, it should prove possible to find workable 
methods for keeping the debt continuously placed in the market, while 
debt management and credit policy alike aim to minimize any threat 
to economic stability arising from the credit structure of the economy. 


CONTROL OF BANK PORTFOLIOS AS AN INSTRUMENT 
OF MONETARY CONTROL 


By LAwRENCE H. SELTZER 
Wayne University 


I 


Commercial banks have long been subject to a variety of special 
statutory or administrative prohibitions and compulsions in the man- 
agement of their resources. Originally instituted to make banks safer 
for their noteholders and depositors, these direct controls have also 
operated to limit both the total supply of bank credit and the initial 
uses for which such credit could be obtained. 

Legal or conventional cash reserve requirements have limited the 
proportion of its resources that a single bank might place in loans and 
investments, and at the same time have determined how much credit 
the banks as a whole could create on the basis of the available amount 
of reserves. Restrictions by statute, tradition, or central bank redis- 
count policy against certain types of loans have long imposed qualita- 
tive or selective controls over the contents of a bank’s portfolio of 
loans and securities. For example, national banks in the United States 
were barred completely from making loans on real estate until 1913 
and even now are severely limited in their freedom to make un- 
amortized mortgages. A current example, among many others, is the 
administrative ruling of the Secretary of the Treasury whereby certain 
issues of United States bonds have been made ineligible for ownership 
by commercial banks until within ten years of maturity. 

The implied rule of the commercial loan or real bills doctrine, that 
commercial banks should confine their extensions of credit to short- 
term, self-liquidating commercial loans on the ground that these alone 
are noninflationary in their monetary effects as well as safest for the 
banks, was long embodied in a coercive tradition and in legislation, and 
it still exercises a strong influence in making bank credit more obtain- 
able for some uses than others. It will be recalled that the Federal Re- 
serve Act originally restricted rediscounting to only short-term, self- 
liquidating commercial and agricultural paper, and that the Act still 
specifically prohibits the use of Reserve bank credit for speculative 
loans. 

In recent years, the commercial loan rule has lost much of the au- 
thority it once exercised in monetary theory and banking practice. 
Theoretical discussion has largely focused on the importance of quan- 
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titative alterations in bank credit. In banking practice, the rule has 
lost so much ground that real estate mortages, five or ten-year capital 
loans, consumer credit, and very long-term capital loans made indi- 
rectly through purchase of marketable securities have all become re- 
spectable commercial banking assets in this and various other coun- 
tries. 


II 


Nevertheless, since the Great Depression and, more particularly, 
since World War II, the governments of many Western countries have 
considerably extended the use of direct controls over commercial bank 
portfolios. Let me indicate briefly some of the more conspicuous of 
such measures, and let me then suggest some of the principal reasons 
for them. 

Commercial bank reserve requirements that must or may be met in 
part or in whole in the form of government securities have been estab- 
lished in Belgium, France, Italy, the Netherlands, Sweden, Switzer- 
land, Brazil, Chile, Mexico, Uruguay, India, and the Philippines. 

In Belgium, of the 50 to 65 per cent reserve requirement in force 
since 1946 (the proportion varying for different classes of banks), 
four-fifths must take the form of a special issue of short-term Treasury 
bills bearing 1 15/16 per cent interest. 

In Sweden, since October, 1950, 60 per cent of the required reserves 
may take the form of short-term Treasury securities in lieu of cash. 

In France, no minimum cash reserves are required, but a bank must 
maintain holdings of Treasury bills or other prescribed governmental 
securities equal to at least 95 per cent of the amount it owned of such 
securities in September, 1948. 

In Italy, the required reserves of 15 per cent of deposits (or 20 per 
cent of the deposits in excess of ten times the bank’s capital and sur- 
plus, if this is smaller) must take the form of government or govern- 
ment guaranteed securities or interest-bearing blocked accounts in the 
Treasury or the Bank of Italy. 

In the Netherlands, reserve requirements consisting in part of gov- 
ernment securities and in part of cash and varying with the total 
deposits of each bank, were established in January, 1951. 

Some countries have imposed extra reserve requirements on in- 
creases in a bank’s deposits after a stated date, and these extra reserves 
frequently take the form of government securities in whole or part. 

In the Netherlands, at least two-thirds of any increase in a bank’s 
deposits over the amount in September, 1950, must be matched by an 
increase in its cash, Treasury bills, call money loans, and balances with 
banks. 
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In France, 20 per cent of additional deposits beyond the level of 
September, 1948, must be covered by Treasury securities. In Italy, 40 
per cent of the increase in a bank’s deposits above the October, 1947, 
level must be covered by government securities or by a blocked ac- 
count until the bank’s total reserves reach 25 per cent of its total 
deposits. 

In Australia, about 50 per cent of the increase in the assets of any 
commercial bank is currently required to be impounded in a blocked 
account in the Commonwealth Bank. 

In Mexico, since January, 1951, increases in the demand deposits 
of a commercial bank require reserves of 100 per cent to be deposited 
with the central bank. 

In the United Kingdom, government securities are not formally re- 
quired to be held as reserves, but until recently the British Treasury 
exercised an effective first claim each week upon the amount it needed 
of the loanable resources of the London clearing banks through allot- 
ments of Treasury Deposit Receipts at interest rates fixed by the Treas- 
ury—allotments that appeared to be accepted without question by the 
banks. 

Bank loans for a variety of customary purposes are currently being 
discouraged or prohibited by the government or central bank in various 
countries and loans for certain other purposes are being encouraged. 
For example: 

Restrictions upon bank loans for consumer installment credit and 
other consumption purposes have been imposed in Belgium, Canada, 
Great Britain, New Zealand, and Sweden, as well as in the United 
States. 

Commercial bank lending for capital purposes is being restricted. 
The chartered banks of Canada agreed with the Canadian authorities 
in February, 1951, to refrain, with some small exceptions, from making 
loans for capital purposes and from purchasing corporate securities 
maturing in more than one year. Bank lending for capital purposes 
is also discouraged in Australia and New Zealand. The Swedish banks 
have agreed not to take part in new capital issues without prior con- 
sultation with the central bank. The approval of the Capital Issues 
Committee must be obtained in Great Britain for any bank loan in 
excess of £50,000 and before any new issue of industrial securities can 
be floated in the London market. In France, also, bank advances to 
individual firms in excess of a stipulated amount require the prior ap- 
proval of the authorities. 

Bank and other loans on real estate are indirectly restricted in Den- 
mark, Sweden, the United Kingdom, and the United States through di- 
rect controls on residential and other building. They are also restricted 
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indirectly in some countries through reduced liberality in the standards 
for credit applied by government-owned or controlled mortgage in- 
stitutions. In the United States, the terms of some important types of 
real estate loans by both bank and nonbank lenders are subject to 
regulation by the Federal Reserve Board (Regulation X). 

In the United Kingdom, Sweden, and Belgium, among others, the 
commercial banks have been asked to give preference in extending 
credit to export and essential home industries. The National Bank of 
Belgium employs more liberal eligibility rules and lower discount rates 
for paper representing essential than for that representing nonessential 
imports. 

Going even further, recently, the banks in a number of countries, in- 
cluding the United Kingdom, France, and the United States, have 
been asked to discontinue all loans except for “essential” purposes. 
The Bank of France has been authorized to refuse rediscount facilities 
to banks disregarding these instructions. Among the specified pur- 
poses to which the banks in the United Kingdom have been asked to 
confine credit are: increasing exports to hard currency markets, ex- 
panding the types of domestic production that reduce the need for im- 
ports from hard currency countries, reducing production costs, and 
defense. 

As loosely indicated in the foregoing references, some of the attempts 
to control the uses of bank credit are implemented by formal legisla- 
tion; others rely upon the prestige of the treasuries and central banks 
issuing the requests or instructions. The prevalence of branch banking 
abroad, in contrast to our thousands of unit banks, and the greater 
tradition of deference to authority abroad, enable other countries to 
accomplish by informal measures much that requires legislation in the 
United States. 

In the United States, we have been using a combination of statutory 
compulsion and voluntary methods. We introduced a novel extension 
of qualitative credit control in 1934 when the Reserve Board was given 
power to establish margin requirements on loans made by both bank 
and nonbank lenders to finance the purchase or carrying of securi- 
ties. During World War II and again in the present defense emergency, 
the Reserve Board sought and received authority to regulate consumer 
installment credit. In 1950, it sought and obtained such authority to 
regulate the terms of various real estate construction loans by both 
bank and nonbank lenders. Now, under the authority of Section 708 
of the Defense Production Act of 1950, a voluntary country-wide 
organization of commercial banks, insurance companies, savings banks, 
and savings and loan associations, sponsored by the Federal Reserve 
authorities, is conducting a Voluntary Credit Restraint Program for 
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the purpose of directing the flow of credit away from all nonessential 
and speculative uses. Bulletins have been issued by the central organi- 
zation setting forth principles to guide the regional and local subgroups 
of participating institutions in passing on demands for loans for in- 
ventories, business capital, state and local government projects, certain 
types of real estate transactions, etc. 

In the eighteen months since the outbreak of hostilities in Korea, 
there has been a notable, though thus far limited, stiffening of central 
bank rediscount rates in many countries and an increased emphasis 
upon quantitative restriction of credit. But there has been no percepti- 
ble loosening of qualitative credit controls. 


Ill 


We may usefully distinguish between three types of direct qualita- 
tive controls over bank portfolios as instruments of monetary policy in 
recent years. 

1. Some of the newer direct controls were adopted primarily to 
restore the effectiveness of a traditional instrument of quantitative 
credit control: central bank discount policy. The large growth in com- 
mercial bank holdings of marketable government securities in many 
countries during the Great Depression, World War II, and the postwar 
period had produced a structural change in the composition of bank 
assets that lessened the direct dependence of commercial banks upon 
central bank credit. By imposing reserve requirements to be met by 
government securities, many governments sought to undo the results 
of this change. The new reserve requirements reduced the liquidity of 
the commercial banks by mopping up much of their secondary reserves. 
Their further loan expansion was therefore made more immediately 
dependent upon and responsive to the central bank’s discount policies. 
The pressure on the central bank to support the market prices of gov- 
ernment securities was also somewhat reduced and the market position 
of government securities somewhat improved. 

The alternatives to this type of measure were either to forego effec- 
tive control over bank loan expansion, which is the alternative we 
adopted in the United States, or to allow the prices of government 
securities to fall severely. At sufficiently lower prices and higher yields 
—after the shock of the price declines had passed—some bank-held 
government securities, or Treasury obligations issued to refund them, 
would become attractive to nonbank investors in lieu of securities repre- 
senting new real investment, and, in some measure, banks would be 
constrained to retain their government securities to avoid realizing 
heavy capital losses. 

The extent of the price declines under the latter policy was unknown. 
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It was feared that the declines might be extremely severe because, first, 
nonbank investors had already acquired large holdings of government 
securities, a fact that would make them even less receptive to buying 
more on a declining market; second, because the yields of competing 
investments would probably rise more than those on governments; 
third, because many banks would continue to press offerings on a de- 
clining market in the face of capital losses in order to accommodate 
their good customers; and fourth, because many banks, by turning in 
their large holdings of maturing securities to the Treasury for redemp- 
tion, could avoid such losses and transfer to the Treasury the burden 
of selling equal amounts of governments to nonbank investors. 

Unlike cash reserve requirements, reserve requirements in the form 
of government securities do not by themselves place an upper limit on 
total bank credit expansion unless only a limited amount of the securi- 
ties, perhaps a special issue, is made eligible to serve as reserves, as in 
Belguim. But even when the eligible issues are not limited, the security 
reserve requirement freezes the loanable resources so invested and so 
prevents their sale for the purpose of financing fresh credit expansion 
for other purposes. 

Special additional reserve requirements in the form of government 
securities against increases in a bank’s deposits above those of some 
previous date similarly seek to reduce secondary reserves and to force 
banks to curtail additional lending to private business except to the 
extent that they can procure further reserves through rediscounts or 
advances at the central bank. 

While security reserve requirements generally succeeded in accom- 
plishing their direct objectives, their restraining influence over bank 
loan expansion was overcome in some countries, though not in all, by 
excessive creation of additional central bank credit via discounts, 
advances, and loans to the central government. 

The immediate usefulness of a security reserve requirement in the 
United States, which I believed to be great in the forties,’ has been 
reduced, both because a substantial substitution of loans for govern- 
ment securities has already taken place in bank portfolios and because 
informal restraints are now operating to restrict further such sub- 
stitution. One of these restraints is the reluctance of many banks to 
increase the proportion of their risk assets because of their thin capital 
equities. A second is the attitude of the supervisory authorities, who 
are able to point to thin capital equities as demanding a cautious loan 
policy. A third is that, temporarily, at least, banks have become ac- 


*See my papers, “The Problem of our Excessive Banking Reserves,” Journal of the 
American Statistical Association, March, 1940; “Is a Rise in Interest Rates Necessary or 
Desirable?” American Economic Review, December, 1945; “The Changed Environment of 
Monetary-Banking Policy,” American Economic Review, May, 1946 
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customed to the flexibility and safety that they gain from the posses- 
sion of substantial amounts of marketable governments and desire to 
retain generous margins of them. A fourth, though minor, factor is 
the capital loss that some banks would now realize if they sold longer- 
term governments. The voluntary credit restraint program is a fifth 
factor. 

On the other hand, a security reserve requirement would not now 
need to be nearly as large as before the recent loan expansion in order 
to be effective. Even a 10 per cent or smaller requirement would now 
make a significant dent in the true secondary reserves of commercial 
banks. 

Among other measures designed for roughly the same purpose, some 
of which have been adopted in other countries or proposed for the 
United States, are: restrictions on each bank’s loans and private invest- 
ments relative to its maximum of such assets in some previous period: 
a ratio requirement between such assets and a bank’s total assets or 
capital funds; a special reserve requirement against loans; and reserve 
requirements based upon the composition of a bank’s assets rather than 
on the amount of its deposits, with higher reserves being required 
against private obligations than against government securities.” 

2. In contrast to the foregoing type of direct control, which does 
not involve selective restrictions on private credit and which places 
primary emphasis upon limiting the total amount of bank loan expan- 
sion, is that employed for the past several years in Great Britain. In 
essence, the British authorities have provided the commercial banks 
from week to week, mainly through open market purchases of Treas- 
ury bills, with all the reserves they required to meet all credit demands 
specified as eligible in directives issued to them by the Treasury and 
the Bank of England. On the surface, at least, the position of the 
Bank of England has been analogous to the one that was criticized 
by the Bullion Report of 1810, when the Bank contended that it could 
not discount too many sound commercial bills. In effect, it has used the 
amount of loans needed for eligible purposes as a criterion of the addi- 
tional amount of money the country needed—with inflationary con- 
sequences. 

Even here, it may be noted, the selective credit restrictions influ- 
enced the quantity of money only with the acquiescence and active 
intervention of the authorities on the quantitative side to supply the 
needed reserves. If, as events during the last six weeks of 1951 suggest, 
quantitative limitations are to be added to the qualitative restrictions, 


*For an excellent analysis of one of these proposals and critiques of others, see M. 
Bronfenbrenner, “A Loan Ratio for Inflation Control,” Journal of Political Economy, 
October, 1951. See, also, the proposal of Jacob Viner in a letter to the New York Times, 
April 16, 1951. 
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the latter will continue to function as an allocating mechanism, direct- 
ing limited supplies of credit into the channels deemed most worthy by 
nonmarket criteria, and reducing the upward pressure upon interest 
rates that would otherwise be exerted by the prohibited uses. 

3. A third type of direct control of bank credit is that toward which 
Great Britain seems to be headed and that employed in some other 
countries, where the total amount is subject to more or less trauitional 
quantitative regulation but where the allocation of the initial uses of 
bank credit is determined in large measure by prescribed qualitative 
restrictions rather than by the ordinary market mechanism; and where, 
because some common uses of credit are prohibited, the general level of 
interest rates tends to be lower than that which would otherwise pre- 
vail. 

To the extent that the Voluntary Credit Restraint Program achieves 
its objectives and to the extent of our regulation of margin require- 
ments, consumer credit, and real estate loans, the United States falls 
in this group. 

We also exercise some less formal restraints that belong to the 
family of direct controls and that are a part of the “art” of central 
banking. There is “moral suasion,’ so-called, sometimes exerted 
through an “open-mouth” policy of the Federal Reserve System and 
sometimes less publicly. It is contended by some that the open market 
operations of the Federal Open Market Committee are not always 
strictly impersonal, but sometimes take account of the source of the 
selling of government securities." When banks get into debt at the 
Federal, they sometimes have to listen to good advice. Besides regulat- 
ing the over-all supply of bank reserves, the Federal Open Market 
Committee sometimes operates deliberately to alter relationships be- 
tween long- and short-term interest rates and to,scare long-term lenders 
and underwriters of securities temporarily by small upward changes in 
long-term interest rates. The authorities have found it necessary from 
time to time—for extended periods since the beginning of World War 
II—to compromise their aims respecting the total quantity of com- 
mercial bank reserves with the need to avoid disorderly and disrupting 
price declines in the market for government securities and with the 
need to assure the success of new and refunding offerings of Treasury 
obligations. The numerous interacting considerations that must now 
enter into the formulation and execution of central banking policy 
make it more than ever an art, in the practice of which considerable use 
is made of selective action. 


‘See answers of Aubrey G. Lanston & Co. to the questionnaire of the Patman Subcom- 
mittee of the Joint Committee on the Economic Report, as published by Aubrey G. Lanston 
& Co. in a pamphlet in 1951. 
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Among the observations that suggest themselves to me respecting 
the recent and current experience with direct controls over bank and 
nonbank credit are the following. 

The quantity of commercial bank cash reserves is now nearly every- 
where controlled directly by the monetary authorities. It is not, as it 
once was in Western Europe and the United States, a function largely 
of the gold reserves, highly responsive to gold imports and exports and 
to changes in the relative interest rates of the different countries. The 
amount of reserves is now what the authorities determine it shall be, 
by their rediscounts, advances, and their open market operations. It is 
determined by a direct control, and their major one. 

Many persons think of quantitative and qualitative controls over 
bank credit as reciprocal substitutes for each other—trival instruments 
for the same purpose. This is true only in a limited degree. Qualitative 
controls over commercial bank portfolios cannot by themselves restrict 
an expansion of bank deposits so long as any eligible and attractive 
types of loans and investments remain available and the commercial 
banks possess or can obtain the reserves needed to acquire them. Only 
quantitative controls over bank reserves can limit the amount of de- 
posits the banks can create. 

The real rivalry is between selective controls and the free market 
mechanism for the role of allocating among competing uses whatever 
amount of bank credit the monetary authorities decide to make avail- 
able and whatever money savings become available for investment. 
Selective controls are being widely used in various countries to pre- 
vent bank credit and other loanable funds from being used for purposes 
deemed nonessential in the national interest by nonmarket criteria. To 
the extent they succeed in accomplishing their purpose, they release 
funds for purposes thought essential or desirable without requiring a 
net increase in the total amount of bank credit and without relying 
upon the unaided ability of the desired uses to outbid others. In re- 
stricting the permitted uses of bank credit and other loanable funds, 
they exclude a part of the potential demand and thereby reduce the up- 
ward pressure upon interest rates. 

It may be well to note, because it is often ignored, that the allocat- 
ing function of the free market does not always require wide move- 
ments in actual rates of interest in response to changing conditions in 
the demand for and supply of loanable funds. Much of the response 
takes the form of raising or lowering the credit standards imposed by 
lenders and the maturities for which loans are extended. When loanable 
funds are plentiful, lenders tend to relax their requirements, both as 
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respects quality of risk and, apart from risk, their preferences for some 
types of loans and maturities over others; the opposite tendencies 
operate when loanable funds become relatively scarcer. Alterations of 
this character may be accompanied by only moderate changes in the 
interest rates charged on the new loans actually made, but they are no 
less important for this reason. They are generally accompanied by 
wider changes in the market yields of outstanding second-grade bonds 
than of prime securities. 

Such alterations in the allocation of loanable funds take on added 
importance for monetary theory and policy because of the relatively 
small degree of sensitivity exhibited by many borrowers to changes in 
interest rates as such. Among other influences that reduce the respon- 
siveness of borrowers to changes in the interest rates at which they 
may actually borrow, one that has claimed little attention is a high 
level of tax rates in conjunction with the deductibility of interest from 
taxable income. The current excess profits tax in the United States 
provides a near-extreme example. When a corporation can retain more 
profits after taxes because it pays interest on a debt than it would 
retain without a debt, as is the situation of many corporations under 
the current excess profits tax law, the deterrent effect upon would-be 
borrowers of a rise in interest rates is in some instances negative, 
and is in any event greatly reduced. Even without excess profits taxes, 
more than one-half of any sizable corporation’s interest costs on bor- 
rowed funds is now borne by the government. Only the reduced profit- 
ability of investment in general when taxes are high and the prospec- 
tive difficulty of repaying the principal of a debt when more than one- 
half of a corporation’s profits is taken in taxes prevent more corpora- 
tions from trying to borrow under these conditions. 

Selective controls over bank credit depend for their effectiveness in 
part on institutional barriers to the free mobility of funds. Otherwise 
credits granted for eligible purposes might be reloaned by the borrow- 
ers or used directly by them for ineligible ones. For this reason and 
because of the competition for loans between commercial banks and 
nonbank lenders, notably the insurance companies, there is a tendency 
for selective controls over bank credit to be extended to nonbank 
lenders as well: witness Regulations T, U, X, and W, and our Volun- 
tary Credit Restraint Program. Then, because nonborrowed funds 
can command resources for nonessential purposes no less than bor- 
rowed funds, a further extension of direct controls to selected avenues 
of spending as such becomes a logical demand. In short, a serious 
difficulty of any extensive use of direct controls is that there seems to 
be no logical stopping place save that of expediency. 

For this reason, as well as because direct controls are distasteful 


246 AMERICAN ECONOMIC ASSOCIATION 


and difficult, I hope it is safe to say that the recent extensive use of 
direct selective restrictions on bank and other credit as instruments of 
monetary policy is to be attributed to special conditions in which an 
overriding national interest is identified with some uses of credit and 
against others. In several European countries after World War II, 
there seemed to be a deliberate national policy to foster investment for 
reconstruction in excess of voluntary savings. In some of the same and 
other countries, a precarious position respecting the balance of inter- 
national payments seemed to demand preferential treatment of some 
uses of loanable funds and the denial of others. The defense program 
in the United States and some other countries has had a similar effect. 

In the absence of the special pressures of war and near-war upon 
our productive capacity, there would seem to be no need for extensive 
direct restraints over the private extension of credit in the United 
States. Except for possible occasional use of administrative variations 
in margin requirements, consumer credit terms, and perhaps in the 
terms of certain types of real estate loans, and for the informal in- 
fluences exerted by the central banking authorities, selective govern- 
ment intervention in the field of credit seems more likely to continue 
for promotive than for restrictive purposes under ordinary conditions. 
Instead of limiting or suppressing other important demands for loana- 
ble funds by direct restraints, we are more likely to foster favored 
uses by lending them the public credit, as we have been doing through 
such agencies as the RFC, the FHA, and the agricultural credit agen- 
cies. Such intervention, coupled with concern for the large public debt. 
may increase the rigidities in the interest rate structure. Partly to off- 
set this effect, we may well find government agencies seeking occasion- 
ally to regulate administratively the volume and terms of government- 
sponsored loans in an effort to exert a countercyclical influence. But 
I see no reason to expect any other extensive use of direct selective 
controls over private credit in ordinary times, save that made more or 
less informally through the still-developing art of central banking. 

I conclude, therefore, that the outlook for the retention or increased 
use of extensive direct selective credit restraints turns on the outlook 
for crises—crises of war and near war more than of peace and crises of 
booms rather than those of busts. 
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AN APPRAISAL OF SELECTIVE CREDIT CONTROLS 


By R. J. SAULNIER 
Barnard College, Columbia University 


I 


In the nature of things, the techniques of central banking must be 
flexible and adaptable; indeed, it is not too much to say that their use 
to the end of maintaining sound credit conditions is a continuously 
experimental process. Credit controlling devices must evolve along 
with economic and financial conditions, and in some cases entirely new 
ones must be brought into use, often under extreme pressure of time, 
and more likely than not on the basis of a far from perfect knowledge 
of the facts bearing on the problem in hand. Certainly the conditions 
under which the Federal Reserve authorities have worked to control 
credit conditions since 1941 have placed unusual demands on their 
ingenuity. Among the most interesting and important of the develop- 
ments in central banking techniques that resulted from these condi- 
tions and pressures are those measures which we know as selective 
credit controls. By these I mean the regulations of the Federal Reserve 
System, and in one case certain related regulations of the Housing and 
Home Finance Agency, which limit the terms on which credit can be 
extended in connection with the purchase of certain listed consumer 
durable goods (Regulation W), the purchase or improvement of new 
construction (Regulation X), and the purchase and holding of securi- 
ties (Regulations T and U). We might add the Voluntary Credit 
Restraint Program to this list but this is more appropriately classified, 
I believe, as a variant of the “moral suasion” technique; in any event, 
it is sufficiently different on technical grounds to be analyzed separately 
from the regulations applying to consumer, real estate, and stock 
exchange credits. 

In keeping with what appear to be the established traditions of these 
meetings, I have been assigned a task—to “appraise” selective credit 
controls—that would require, for its satisfactory completion, a good 
bit more time than I have been allotted. To be perfectly candid, how- 
ever, that is far from my chief difficulty. Much more serious is the fact 
that there is virtually no possibility of demonstrating, in any statisti- 
cally verifiable manner, what has been the net impact on the economy 
of selective credit controls. To do so would require that we separate 
their specific effect from the gross effect of all factors operating simul- 
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taneously on the subject types of credit. The absence of certain essen- 
tial information makes a determination of this kind impossible in any 
case, but even if we had complete information, the problem would still 
be impossible of solution. The fact is that some part of the joint or 
gross change in consumer spending and in the use of credit must be 
attributed to the joint operation, in changing combinations, of the 
various independent forces at work and cannot be attributed to any 
single factor, such as credit terms. In this fundamental sense we can 
never say that we know what has been the total effect of credit regula- 
tions. 

But my difficulty is not a unique one. It is present in almost all 
attempts to appraise the effects of economic policies, where it is almost 
never possible to separate out the effects of different elements in the 
situation. It is important, however, that we should make such appraisal 
of the effects of selective credit regulations as we can. The fact is that 
our ideas as to the over-all strategy of credit control must depend to a 
considerable extent on what part we assign to the selective measures. 
Before I plunge into my specific undertaking, therefore, I should like 
to comment briefly on the relation of selective credit control measures 
to monetary and credit policy generally. 


II 


There are two points of view on this subject to which I would like to 
address myself. First, I judge it is a rather commonly held opinion that 
it would have been unnecessary to employ measures of selective credit 
control if the traditional over-all devices—such as open market opera- 
tions, rediscount rate changes, etc.—had not been virtually nullified by 
the Federal Reserve’s commitment to support the prices of the U. S. 
government securities. The implication of this view is that selective 
credit controls are a second line of defense, as it were, against infla- 
tionary developments, only to be resorted to when the first line is 
broken through. 

Without doubt, the virtual nullification of the traditional approach 
to credit control has greatly increased the reliance on selective meas- 
ures. The inability of the central banking authorities effectively to 
restrain the extension of credit through open market sales of govern- 
ments and by other conventional means has naturally forced them to 
seek out new methods of doing the job. What more likely technique for 
them to adopt than that of selective credit control? It is tempting to 
conclude, therefore, that selective credit controls represent no more 
than purely opportunistic measures, taken by a hard-pressed central 
banking authority to stem credit expansion when and where its ac- 
customed methods could not be effectively employed. 
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However plausible this view may seem, it is, I believe, an incorrect 
account of the recent strategy of credit control, although you will 
understand that I discuss these matters in no sense whatever as a 
spokesman for those whose heavy responsibility it is to formulate 
strategy in this area. Even if we had a money market as free as that 
which existed before World War II and even if the central banking 
authorities had full opportunity to exercise conventional credit con- 
trol methods, there would still have been considerable pressure for the 
adoption of selective controls during the war period and in the recent 
emergency, and a reasonably sound basis on which to urge their use. 
Indeed, the case for controlling consumer credit was pressed by some 
for a considerable time prior to World War ITI. It will be recalled that 
a number of the analyses of the 1937 crisis placed great emphasis, 
rightly or wrongly, on the specific role of consumer installment sales 
credit in that incident and contributed much to the theory that con- 
sumer credit plays a strategic role in expansions and contractions. 
Further, automobile purchases, as well as the purchases of many other 
consumer durable goods, are predominantly on credit, raising at least 
the presumption that significant amounts of scarce resources might be 
set free by imposing credit restraints on final buyers and that this 
might be done without imposing comparably severe credit restraints on 
the business system generally. Finally, a case can be made for the 
limitation of sales credit as an anti-inflationary measure, even if the 
available volume of goods being bought on credit terms is effectively 
determined by some other condition, such as materials shortages. 

Much the same can be said of controls over,the use of credit in the 
purchase and holding of securities. Indeed, the hostility of the econo- 
mist to the absorption of credit in the financial circulation is legendary, 
though not unanimous. Controls of this type have been rationalized on 
the ground that, even if traditional controls could be employed to the 
hilt, they are unable to reach the type of credit in question without at 
the same time needlessly, and possibly dangerously, tightening credit 
terms throughout the money market. 

A rationalization can be constructed for the use of selective credit 
controls in the real estate field, even if there were no inhibitions sur- 
rounding the use of conventional techniques of control, but this is 
somewhat more difficult in view of the effectiveness of the traditional 
controls in this area. It is probably sound policy under certain circum- 
stances, however, to restrain the use of this particular type of credit 
without imposing controls on the use of credit generally. The housing 
boom. of 1948-50 is a case in point. A boom of these proportions was 
obviously more than could be afforded by an economy facing the mate- 
rials shortages and production demands which we faced in the summer 
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of 1950, and probably more than could be afforded by our economy 
even if it had not been for the Korean incident and the European aid 
program. There is reason to believe that we were, as we have to our 
regret in the past, building at a nonsustainable rate and that a day of 
accounting was in sight on cyclical grounds alone. And when we recall 
that the building boom was being financed in large part by an expan- 
sion of the money supply, in an economy operating at full employ- 
ment, the case for restraint is greatly strengthened. But it should be 
remembered that the boom was propelled in large part by exceedingly 
liberal credit terms made possible by the federal government through 
its loan insurance and guarantee programs. What regulation meant in 
this case was not a great deal more than the withdrawal of some of this 
liberality, which suggests that a considerable part of what was accom- 
plished by selective credit control might have been accomplished by the 
stiffening of loan insurance and guarantee terms alone. 

I am not inclined to believe, therefore, that the desirability of selec- 
tive controls is entirely removed where traditional techniques can be 
employed to the hilt. In my view, selective credit controls can, under 
certain circumstances and if properly designed and administered, serve 
a useful purpose as supplements to general money market controls, 
though I regard this role as a far more limited one than they have been 


compelled to play in the recent past. Naturally, greater reliance is 
placed on selective credit controls when the conventional techniques 
are invalidated by the necessity of supporting the prices of government 
securities than they would be called upon to carry if the authorities 
had a greater degree of control over bank reserves. But this points 
to a supplementary rather than a substitutive role vis-a-vis over-all 
controls. 


III 


The second of the two points of view to which I alluded above re- 
gards selective credit control measures as possibly a substitute for 
general credit control devices, thus contemplating a very different 
over-all strategy of credit control. This is, in my opinion, a false hope: 
as substitutes for over-all credit controls, the selective measures are, I 
think we have reason to conclude, far from adequate. Some of the 
reasons for my making this appraisal of them will be stated more fully 
at other points in this paper; let me indicate now that I place this low 
rating on their sufficiency as control devices for two main reasons: 
first, they probably cannot cover certain large segments of the private 
credit market; second, in the area they do cover they operate best when 
general credit conditions have been tightened by the absorption of 
excess reserves and where the money market is free to react in an 
orderly manner to shifting investment forces. 
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But I must not get ahead of my story. Let me turn to the criticisms 
that have been made of selective credit control measures. To an im- 
portant degree these bear on the question whether they should play a 
supplementary or substitutive role in the over-all strategy of credit 
control. 

IV 


It has been argued by some critics that selective credit controls are 
ineffective measures, though it is not always clear whether they are 
referring to the part they have been called upon to play in counteract- 
ing cyclical fluctuations or to their role as anti-inflationary devices. 
This is a critical distinction in that it raises a question as to whether 
selective credit control measures should be regarded as permanent 
implements of the central bank or only as temporary devices. I have 
nowhere near the time necessary to develop this point fully, but let me 
say that in my judgment selective credit control devices are of limited 
value only as permanent contracyclical measures though I believe, as I 
have indicated above, that in an openly inflationary period or during a 
period of sudden transition in the allocation of resources from civilian 
to military uses, they can be used effectively as supplements to over- 
all measures of credit control. I think it goes without saying that even 
if we question their effectiveness as contracyclical measures, we can 
still welcome them into the company of anti-inflationary devices. More 
particularly, we can welcome their contribution to the essential busi- 
ness of containing inflationary pressures, when, for one reason or an- 
other, the main financial instruments for the control of inflation have 
been rendered ineffective. 

Others have opposed the selective credit control measures on the 
ground that they are inequitable, with an argument that ordinarily 
runs as follows: Individuals in the higher income classes will ordi- 
narily have sufficient liquid assets to make it possible for them to meet 
higher down payment requirements in the purchase of consumer dura- 
ble goods, and their relatively high incomes make it possible for them 
to meet increased monthly payments; on the other hand, these condi- 
tions cannot be met by individuals in the lower-income groups; there- 
fore the regulation is inequitable in that it discriminates against low- 
income persons in favor of high-income persons. This has always 
seemed to me to be a peculiarly feeble point. What can a credit control 
such as Regulation W do if it does not discriminate against the use of 
credit! The fact that many users of consumer credit are in the lower- 
income brackets is true, but if credit is not curbed where it is found it 
cannot be curbed at all. 

Regulation X presents a somewhat different picture than Regulation 
W in this respect. Regulation W says that if you wish to buy a listed 
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article on time you must pay not less than a certain specified down 
payment and meet a specified minimum contract maturity, and it 
makes no difference in these terms whether the article is expensive or 
inexpensive; in Regulation X the required percentage down payment, 
or what is tantamount to a down payment, rises as the value of the 
house rises. One might argue that for this reason Regulation W can 
be regarded as regressive in its effect (though it shares this characteris- 
tic with the private policy of consumer financing agencies) and that 
Regulation X has a “progressive” element in its make-up. But this 
does not say that the sharply increasing down payment requirements 
of Regulation X are not unduly burdensome in the higher brackets of 
home values; indeed, they may be quite undesirably discriminatory in 
this respect. Whether they are or not is a matter of individual judg- 
ment, and a question on which different individuals will have quite 
different ideas, based on considerations that may be altogether non- 
economic in character. In any event, we have in a control device of the 
Regulation X type an instrument which, like the individual income tax, 
can be used for broad social as well as strictly economic purposes. This 
is an important fact in the appraisal of such an instrument. I do not 
believe that Regulation X and associated regulations have been used 
to any significant degree to effectuate what might be called a social 
program, and if it were so used, I would be among those who would 
protest. My reason is that I think it is essential to keep credit control 
separate and distinct from such efforts as may be made to accomplish 
social reforms. 


V 


A somewhat more sophisticated criticism of selective credit control 
measures runs along different lines, as follows: The controls are un- 
necessary because the financing transactions which they affect are non- 
inflationary in character, particularly where the lender involved acts 
merely to transfer real savings from the point of its source to the point 
of its use. For example, it is not inflationary for a life insurance com- 
pany to lend a home buyer funds acquired from current premium pay- 
ments or from amortization payments on existing loans. Certainly, 
such extensions of credit would not be regarded as inflationary in the 
sense that they increase the money supply. Nor are they inflationary in 
the sense that they cause the flow of consumption and investment 
expenditures to be greater than would otherwise have been the case. 
But there is more to the story. By reducing the absorption of savings 
in the financing of construction, for example, we can encourage real 
savings to flow into other channels, say into the purchase of govern- 
ment bonds, than those into which they might otherwise have flowed. 
If these competing demands for funds would otherwise have been satis- 
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fied by an expansion of bank credit, the control has had an important, 
even though indirect, anti-inflationary effect. I am sure it is unecessary 
to dwell on the point that a regulation such as that covering new con- 
struction credits is especially effective if, in reducing the demand for 
mortgage credit, it obviates the practice of such nonbank investors as 
life insurance companies selling their government securities to the 
Federal Reserve banks in order to place themselves in funds for the 
absorption of mortgage loans. 

Let me say one more word on this matter of the sales of government 
securities by nonbank investors to acquire funds for investment in the 
mortgage market. Bond disinvestment of this kind did occur on a 
large scale in 1949 and 1950, but these sales probably would not have 
taken place if it had not been for the fact that the Federal Reserve 
System stood ready to buy the bonds at a fixed price. Had the Reserve 
System not followed this policy but allowed the interest rate structure 
to adjust itself to an equilibrium relation at a lower price of bonds, this 
“switch” would not have occurred, with all the inflationary results it 
implied for the volume of bank reserves. At least it would have been 
greatly lessened. It is a counsel of perfection, however, to say that the 
Board of Governors should have withdrawn its support from the gov- 
ernment bond market and, by allowing the rate structure to rise, dis- 
couraged the switch. In the circumstances there was nothing else for it 
to do but to restrict building, thereby to cut the demand for mortgage 
funds, and in this way to make more insurance company funds availa- 
ble for investment in government bonds. Regulation X was helpful in 
this respect, but when the prices of governments sagged, a heavy 
penalty was placed on the switch. This is part of what I have in mind 
when I say that the selective measures serve best as supplements to the 
conventional techniques of credit control and that they are feeble 
substitutes for the over-all controls. 


VI 


The lines of criticism of selective credit control measures which I 
have reviewed above are more or less familiar. There are some other 
considerations, however, to which less attention has been paid, and on 
these I would like to dwell briefly. These are, first, what might be 
called a political consideration, second, certain administrative prob- 
lems, and, third, the question of their economic impact. 

Unlike conventional credit control devices, selective credit regula- 
tions are direct, immediate, and personal in their effect on the indi- 
vidual and on the business concern. The hand of the monetary author- 
ity is clearly evident in their workings, which is sharply in contrast 
with the indirect and impersonal operation of the traditional controls. 
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Their actual effect in restraining credit extensions may be no more 
severe, but it is at least clear that there is a hand at work and little 
doubt as to its identity. Furthermore, the effect is felt, not by a rela- 
tively few financial institutions alone, but by a very large number of 
manufacturers, dealers, merchants, salesmen, and, by no means the 
least, consumers. It is interesting to note, if I may inject a statistic 
into these observations, that there were around 180,000 registrants 
under Regulation W alone! 

The primary significance of this fact for the strategy of inflation 
control is this: opposition to a selective credit control measure, how- 
ever much the measure may be needed, can be rallied against the 
monetary authorities from a very broad base of the population. This 
may even be a fatal difference between the old-fashioned techniques, 
indirect and impersonal in their operations, and the newer methods of 
selective control. It would appear to have been largely this fact which 
led in the fall of 1951 to direct Congressional action liberalizing both 
Regulations W and X. 

Credit controls, by their very nature, can never be popular; restric- 
tions must restrict and restriction is bound to be unpleasant. While 
Congress has demonstrated on a number of occasions that if the emer- 
gency is clear enough and if the case for restriction has been force- 


fully made it will respond adequately, last fall’s action was something 
quite different. In this case Congress showed that it is capable of 
resolving doubts concerning the necessity of regulation in favor of 
relaxation. My point is that I think this is inevitable where the opposi- 
tion to the regulation is broad-based, as is the opposition to selective 
credit control measures, 


VII 


Let me comment also, but briefly, on certain administrative aspects 
of selective credit controls. An appraisal of their efficacy must give 
weight, of course, to the ease or difficulty, as the case may be, with 
which they can be administered and to the speed with which they, as 
the saying goes, “take hold.” The first matter that comes to mind in 
this connection is the need to distinguish between the designing of an 
effective selective credit control measure and its administration. This 
point may be illustrated by recalling the histories of Regulations W 
and X during the current emergency period. Whatever one may think 
of Regulation W, it must be admitted that it went into action quickly. 
The Defense Production Act of 1950, which gave the Federal Reserve 
System the right to reimpose consumer credit controls, became law on 
September 8, 1950, and Regulation W went into effect just ten days 
later. It required that all installment credit purchases of listed articles 
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and installment loans for other purposes not specifically exempt should 
conform to the credit-using regulations. 

Furthermore, the terms of Regulation W can be changed very 
quickly. It is a flexible instrument and in the appraisal of control de- 
vices flexibility is a very important factor. Of course, any responsible 
authority will take time to consider its action in changing terms but 
the fact is that once designed the instrument is capable of expeditious 
adjustment. J am not concerned here with whether the action is well 
advised but only with the speed with which it can be taken. 

Contrast with this the problem of imposing controls over the real 
estate credit market. The same law that authorized Regulation W 
authorized the exercise of real estate credit controls, but it was not 
until October 12, 1950, that a regulation was imposed over one- and 
two-family residential credits, not until January 12, 1951, that the 
control was extended to apartment house structures, and not until 
February 15, 1951, five months after the original grant of authority, 
that the Regulation was extended to cover nonresidential mortgage 
credits. 

There is a disposition in some quarters to interpret this experience 
with Regulation X as meaning that selective credit controls are an 
unwieldy instrument and that they can be put into operation only 
slowly. But this view confuses the amount of time that is consumed in 
designing a regulation with what is required to put terms into effect 
once a control device has been designed and is ready to be applied. The 
principal reason why a control of the Regulation X type could not be 
put swiftly into effect is that inequities result if the regulation is im- 
posed without granting relief to outstanding commitments, and it takes 
so long to work these commitments off that their exemption postpones 
by a considerable period the date at which the regulation begins to 
have a real impact on the actual extension of mortgage credit. I have 
in mind, in speaking of commitments, the individual who has assembled 
land, purchased substantial amounts of materials, and possibly actually 
started construction—all on the assumption that he will be able to 
borrow up to, say, 80 or 85 per cent of the total cost of land and build- 
ings. He is, as it were, in midstream when the regulation goes into 
effect and may be very much embarrassed if he finds that he can 
borrow only 50 per cent of his cost; indeed, it may be impossible for 
the construction to be completed on these terms. Because construction 
is by nature a process extending over a considerable period of time, the 
imposition of controls at any point threatens to be severely retroactive. 
Retroactivity, however, is a feature that we traditionally, and properly, 
abhor in our laws and regulations. To avoid it in a case of this kind 
means that you have to exempt all the “midstream” transactions. But 
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when are you in midstream? Is it enough to have your toe in the water; 
that is, a stake in the ground? The possibilities of evasion are clear. 
Where exemptions are easily obtained, it may very well be four to six 
months before the regulation actually takes hold. 

Contrast with this the rapidity with which the adjustment of the 
prices of government bonds affected the mortgage market. By narrow- 
ing the yield differential which existed in favor of mortgage invest- 
ments, it tended not only to channel new investment funds into the 
government securities markets but also to restrain the holders of 
securities from disinvesting in them in order to purchase additional 
mortgages. The effect was immediately to tighten credit conditions in 
the mortgage field. The economic conditions prevailing in early 1951 
were such as to make the interest rate changes unusually effective, but 
still there is much to be learned from this experience, not only concern- 
ing the speed with which the old-fashioned type of control produces 
its effect, but also in the breadth of that effect, restraining as it does 
the extension of credit by nonbank as well as by bank investors. 

Another point may be mentioned in this connection. The relative 
uncertainty concerning the future prices of government securities 
which was created by the changed securities price-support policy 
tended to restrain the larger nonbank investors from making advance 
commitments to absorb long-term mortgages on the completion of con- 
struction. It did this by introducing the possibility that when the time 
came to take up these commitments the investing agency in question 
might have to put itself in cash funds by disinvesting in government or 
corporate securities at a capital loss, a prospect which would alter the 
agency’s notions as to the long-term yield to be obtained on the mort- 
gage investments. This is important enough in its own right to have a 
significantly dampening effect on building activity, particularly in con- 
nection with larger projects, but its effect is strengthened by the fact 
that where a commitment cannot be had the project is likely to be 
blocked by the absence of short-term construction financing. This 
latter type of money comes in the main from commercial banks, so 
that we have two principal effects: a tendency over the short term to 
restrain the extension of commercial bank credit and a tendency over 
the longer term to channel new funds of nonbank investors from the 
mortgage markets to other investments. 

While I am on this matter of the design of regulations, let me raise 
the question whether it would be possible to extend selective credit 
controls to cover business loans? This is a most intriguing problem 
and an important point in the appraisal of such measures. If they can- 
not be extended to business credits they clearly can never provide a 
full answer to the search for an alternative to general, over-all credit 
controls. 
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Naturally, one hesitates to state dogmatically that it would be im- 
possible to draft a selective credit control measure applying to business 
loans, and I would be the last to maintain that no such instrument 
could be drafted. It is conceivable that a regulation might be designed 
to cover certain types of business loans, but I doubt that one could be 
drawn up that would effectively cover business loans as a whole. It 
would go far beyond the scope of a paper of this sort to give specific 
technical reasons for doubting the efficacy of selective credit control 
devices in the field of business credit. I shall have to leave the matter 
with the statement, unsupported as it is, that selective credit control 
measures cannot be applied equitably and effectively in this very im- 
portant segment of the credit market. Accordingly, the only recourse 
for the control authorities when their efforts to exercise general controls 
have been frustrated is to exercise moral suasion over lenders, sup- 
ported by such arrangements as are represented by the voluntary 
credit restraint program. In my judgment this can be an adequate 
control only if the money market has been tightened to a significant 
extent by over-all measures. 


VIII 


Finally, let me turn to the question of the economic impact of selec- 
tive credit control measures. It goes without saying, I would think, 


that the problem of determining, for example, the extent to which the 
tightening of credit terms under Regulation W had the effect of reduc- 
ing consumer purchases of durable goods is capable of solution only 
on the basis of assumptions, some very arbitrary, concerning the effect 
on consumer spending of a number of other variables. However, from 
a very practical point of view the more important question is whether 
the use of a particular type of credit was actually reduced subsequent 
to the imposition of a given regulation, regardless of what caused this 
reduction. I make no claim for this point of view, mind you, other than 
that it is a “practical” one! It may be that the observed reaction should 
be attributed to other factors than the tightening of credit terms, and 
whether or not this is the case is a very interesting and important ques- 
tion; but from the point of view of the controlling authority the most 
important consideration is: Did the use of credit decline, and by how 
much? 

Tightened credit terms are bound to have some effect of this kind, 
even if sales do not decline. Higher down payments mean that a re- 
duced amount of credit will result from a given amount of sales and 
this factor, along with the more rapid amortization required by a 
shortening of repayment periods, will mean a smaller volume of out- 
standings in the future. But a more intriguing question, and the only 
important one from the viewpoint of the conservation of scarce mate- 
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rials, is the effect of the tightening of credit terms on consumer spend- 
ing. 

The series on installment sales credit outstanding and, more particu- 
larly, the series on installment sales credit granted show that both of 
these fell with the initiation of Regulation W in September, 1941, 
continued to decline as amendments tightening the Regulation and 
OPM orders reducing the production of consumer durables added to 
the restraints on consumer spending. A low point was reached in 1943. 
In short, installment sales credit responded in this period in the direc- 
tion, though possibly not to the degree, that the authorities wished. I 
realize that this does not answer the question whether Regulation W 
was responsible for the decline or not. We shall come to that in a 
moment. 

Even a superficial study of the figures will reveal that the decline 
that took place was greatest in those commodities, such as automobiles, 
in which shortages were most acute. Shortages were definitely less 
troublesome in the furniture field, for example, than in automobiles, 
and the amount of furniture credit granted fell off only very modestly. 
[t is exceedingly difficult to quantify the relative severity of credit 
terms and changes in these terms, but if we assume that credit terms 
were tightened to about the same degree in the furniture and automo- 
bile fields, then we must conclude either that the elasticity of demand 
for automobiles, with respect to credit terms, was considerably greater 
than the comparable elasticity of demand for furniture—a generally 
comforting conclusion to the advocates of selective measures—or that 
shortages were more severe in one field than in the other. 

Another approach to the problem of determining how effective Reg- 
ulation W was during the war period may be made, perhaps, by esti- 
mating how much credit would have been extended during the war 
period if there had been no reduction in credit terms, and by compar- 
ing these estimates with how much credit was actually extended.’ We 
can make these estimates on a number of bases. One means is simply 
to project consumer credit estimates for the war period on the basis of 
pertinent historical relationships during the prewar period. Two such 
historical relationships which immediately come to mind are the ratios 
of installment sales credit granted to personal disposable income and 
to expenditures on consumer durable goods. 

Estimates made on the basis of the historical relationship of con- 
sumer credit to personal disposable income of the amount of credit 
that might have been extended in 1941-49 show substantial differences 

*In the remaining paragraphs on Regulation W, I am borrowing heavily from the work 


of Mr. Harold Wolozin, who is preparing a dissertation at Columbia University on this 
range of questions. 
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from the actual amounts of credit extended. Again, however, one must 
determine how much of this reduction in credit-use may be attributed 
to shortages of goods. It would go far beyond the proper scope of this 
paper to discuss in detail how such estimates may be made, so I shall 
merely state that during the years 1942-45 the amount of credit actu- 
ally used was only 20 per cent of what one would project on the basis 
of personal disposable income and that of this reduction in credit-use 
something over three-fourths would seem to be attributable to the 
unavailability of consumer goods. The remainder is to be attributed 
to all other factors combined, such as the higher level of personal in- 
come and liquid assets, the change in the distribution of income which 
reduced the proportion of the population in those income brackets in 
which installment credit is most commonly used, and Regulation W. 
In other words, the use of installment sales credit was reduced in these 
years by about 20 per cent over what it might have been on the basis 
of increased income levels by the joint operation of all restraining fac- 
tors other than shortages. How much of this was attributable to Regu- 
lation W canrot be determined but it must, in any event, have been a 
minor element. 

Beginning with 1946, the reduction in the use of installment sales 
credit over what would have been expected on the basis of disposable 
income must have been due exclusively to other factors than shortages. 
Indeed, the great abundance of consumer durables of all kinds which 
began at that time to become available for purchase would seem to 
have required a far greater amount of credit-use than would be pro- 
jected on the basis of disposable income! 

We cannot conclude from these findings, however, that beginning in 
1946 Regulation W was effectively restricting the use of consumer 
credit. All we can say is that such restriction as we judge was occur- 
ring was no longer due to shortages. It may have been attributable at 
that time mainly to the new income position of consumers or to the 
very much improved liquid position in which many of them found 
themselves, to the higher percentage of cars bought for cash rather 
than for credit in black market purchases, or to some combination of 
these factors. The relative importance of these factors is not easily 
measured but an estimate of the relative effect of income and liquid 
asset changes in reducing the use of credit in 1946 has placed this at 
around half of the reduction that took place. It would appear that in 
1947 the reduction was due exclusively to the affluent income and 
liquid asset position of consumers, unless we give effect in these years, 
by raising our projections, to the very high level of consumer durable 
goods expenditures. On the basis of these higher projections, we would 
assign a considerable restrictive effect to Regulation W in that year. 
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It will be recalled that the Regulation was not in effect from Novem- 
ber 1, 1947, to September 20, 1948. 

It is impossible to go into this matter in detail, but I think a careful 
analysis of the figures would show that the reimposition of Regulation 
W in the last half of 1948 was beginning, by early 1949, to have a very 
dampening effect on consumer durable goods purchases, and that the 
increases in sales of consumer durable goods which took place in the 
last half of 1949, following the lifting of Regulation W, were due in 
no small part to the Federal Reserve System’s easing of credit terms. 

In our effort to understand these developments, we should note that 
a condition that seems essential to the success of consumer credit con- 
trols is that the liquid asset holdings of consumers should be relatively 
low. When these holdings are ample and growing, as in 1945 and 1946, 
a tightening of terms may have the effect mainly of causing average 
down payments to rise, as consumers seek to keep monthly payments 
in line with income. Indeed, something like this seems to have occurred 
in 1951, when the liquid-asset circumstances were roughly, though not 
altogether, similar to those prevailing in 1946-47. But when consumers’ 
holdings of liquid assets have been reduced to some equilibrium ratio 
with income and expenditures, either through dissaving or a rise in 
prices or both, this convenient avoidance of the effect of tightened 
maturity terms cannot be indulged in. The result is that the Regulation 
becomes really restrictive. Some such condition may well explain the 
increased impact of Regulation W in 1948 and in early 1949 and the 
stimulus to consumer durable goods sales which was given by the 
removal of restrictions in mid-1949. Roughly the same conditions 
appear to affect the operation of a real estate credit regulation, though 
we do not have sufficient evidence at this time to speak with assurance 
on this matter. 

The behavior of consumer installment credit after September, 1950, 
when Regulation W was again imposed, may be summarized briefly. 
The very sharp increase in the amount of credit granted and in the 
amount of installment credit outstanding which occurred during late 
1949 and 1950 was halted in late 1950 and held fairly steady through 
the first half of 1951. It is doubtless incorrect to assign these results 
entirely to Regulation W, but the regulation doubtless had, through 
the automatic effect of higher down payments and shorter maturities, 
some part in the slowing down that was accomplished. It seems also 
likely that the pick-up in the volume of credit granted and in out- 
standings after the Congressional relaxation of terms in July, 1951, 
was due in the main to this change in terms. By and large, the post- 
Korea experience suggests a fairly sensitive reaction of consumer in- 
stallment sales credit to changes in terms, where consumer holdings of 
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liquid assets, in terms of real purchasing power, are moderate or low, 
and suggests that if the control authorities wish to use their hand 
severely under these conditions, they can produce very substantial 
decreases in consumer spending on selected durable goods. But let me 
point out that it is precisely when liquid asset holdings are high that 
the controls are most needed. What is suggested by these considerations 
is that, as a consumer spending regulation continues and as liquid 
asset holdings rise as a result of high incomes and postponed purchases 
of durable goods, increasing reliance must be placed on the maturity as 
against the down payment provisions of the regulation to produce .the 
necessary restrictive effect. 
IX 


Finally, let me turn very briefly to the economic effect of Regulation 
X. When this regulation was issued, it was jointly stated by the Chair- 
man of the Board of Governors of the Federal Reserve System and the 
Administrator of the Housing and Home Finance Agency that the 
goal was to reduce building starts from their current rate of close to 
1,400,000 to around 850,000, or about 40 per cent. To accomplish this 
end, a complex regulation was issued specifying the minimum down 
payments that would be required in connection with home purchases, 
increasing in severity with the cost or value of the property but mak- 
ing no reduction in the length of repayment periods. 

Simultaneously with the issuance of the Regulation by the Board 
of Governors affecting loans written without the benefit of federal 
insurance or guarantee, the so-called “conventional” mortgage loans, 
regulations were issued by the Housing and Home Finance Adminis- 
trator setting similar limitations on the use of credit in connection with 
loans insured by the Federal Housing Administration or guaranteed 
by the Veterans’ Administration. The requirements for conventional 
loans and for FHA-insured loans were the same but more liberal terms 
were permitted for the so-called “GI” loans. 

It is, of course, very difficult to anticipate the effect of a regulation 
of this type, even if one makes the simplifying assumption that there 
are to be no substantial changes in the conditions surrounding real 
estate markets. Individuals may circumvent the purpose of the regula- 
tion by buying less expensive houses (and to the extent that the regu- 
lation is successful in reducing the prices of homes it terds partially to 
defeat itself!) and one never knows how much of their liquid assets 
individuals will be willing to part with in order to make higher down 
payments. Also, we do not know enough about the borrowing habits of 
individuals, particularly about their use of borrowed funds in addition 
to those obtained under a first mortgage, to tell what effect higher 
owner equity requirements are likely to have. 
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As matters turned out, the reduction was considerably less than the 
original goal, in good part because of the large number of transactions 
that had to be exempt because of prior commitments to finance under 
the more liberal terms. Even with a somewhat greater shortage of stra- 
tegic materials than had originally been expected and with a distinct 
tightening of the money market in early 1951 as a result of the Federal 
Reserve-Treasury accord, the reduction seems to have been only about 
25 per cent for 1951 as a whole. 

But one cannot conclude from these facts that mortgage credit 
restrictions can never be effective in restraining building activity. At 
most the observations suggest that the terms which Regulation X 
imposed were not stiff enough to produce the desired cutback. They 
were relaxed by Congress in the fall of 1951 and seem to have had a 
stimulative effect on the industry. 

A number of subsidiary, but by no means unimportant, effects of 
Regulation X should be mentioned. First, it would seem that a rela- 
tively small increase in down payment requirements from a basis which 
provides for 100 per cent financing will have a much greater effect, 
percentagewise, in reducing the demand for homes than will a similar 
percentage reduction in borrowing limits where equities have com- 
monly been larger. Thus, veterans’ loans tended to decline more in 
1951 than the regular FHA mortgages, though this was probably due 
in part to VA insistence on a 4 per cent mortgage rate when the rest 
of the interest rate structure had increased. Second, the Regulation has 
demonstrated, I believe, that relatively small differences in the maxi- 
mum borrowing ratios permitted on FHA-insured project mortgages 
will have a considerable influence on the direction of construction 
activities. The preference which the regulations give to apartments 
built on the co-operative ownership plan as against those built on the 
conventional landlord-tenant plan, has produced a great increase in 
co-operative apartment building, the volume of which cannot be ex- 
plained on any other basis than that of preferential financing. One gets 
the distinct impression from this experience that the mortgage market, 
particularly that part of the mortgage market which is concerned with 
the financing of large multi-family projects, is very sensitive to credit 
terms. 

X 


This analysis of the economic impact of selective credit control 
measures lends support to the view, stated above, that they can serve 
most effectively in the suppression of inflationary pressures as supple- 
ments to controls of the over-all type. Not only does a general tighten- 
ing of the money market make it easier for regulations of the selective 


| 
| 
{ 
' 
ik 


UNITED STATES MONETARY POLICY 263 


type to force a reallocation of investible funds, but they serve to hold 
back increases in credit extension in those areas that cannot be reached 
by selective measures and in which there is a tendency for credit to 
increase when it is suppressed elsewhere. 

As to the effectiveness of selective credit controls in dealing with 
conventional cyclical fluctuations, the experience to date is generally 
not very commendatory. The Regulation W experience after the end of 
World War II suggests only a limited role for consumer installment 
credit restrictions and relaxations in offsetting cyclical forces. In the 
real estate credit field there seems little doubt but that the relaxation 
of mortgage czedit terms which was induced by federal insurance pro- 
tection in the thirties had a stimulating effect on the building industry, 
but that such measures as Regulation X and its companion regulations 
affecting FHA-insured loans and VA-guaranteed mortgages can be 
used with sufficient finesse to offset cyclical swings in construction is 
another matter. In any event, it would seem sufficient in this field to 
administer the loan insurance and loan guarantee programs so as to 
prevent them from acting in a pro-cyclical fashion. For true contra- 
cyclical influence we shall have to depend, it would seem, on the more 
traditional techniques of central banking control. 


| 


DISCUSSION 


Howarp R. Bowen: Each of our speakers has considered a distinctive 
technique of monetary management. But all three of them have proceeded 
from a common assumption; namely, that there is no single or simple ap- 
proach to economic stabilization. Particular techniques are to be judged only 
as part of a complex of monetary measures, and monetary policy as a 
whole must be considered only as one part of a broad strategy which in- 
cludes taxation, public spending, allocations, price controls, and other devices. 
Moreover, the appropriate blend of stabilization policies will vary from time 
to time depending upon conditions in the economy and social objectives. 

This eclectic view of economic stabilization is illustrative of a trend in 
recent thought. Historically, economists and others have tended to approach 
the problem in terms of single remedies. For example, it was once thought 
necessary only to adhere to the rules of the gold standard. At a later period 
we were prone to rely largely on the traditional central banking techniques 
of open market operations and adjusting rediscount rates. Still later, fiscal 
policy was thought by many to be the cardinal remedy. In the past few years, 
there has been a wholesome tendency to avoid doctrinaire advocacy of single 
remedies and to view the problem of economic stabilization as requiring attack 
from various directions, using a strategic plan that is adaptable to varying 
circumstances. 

I believe, however, that even with this commendable eclecticism, economists 
generally tend to view the problem of economic stabilization rather too 
narrowly. Economic stabilization is only partly an economic problem in the 
conventional sense; it is also a political problem and a problem in social 
psychology. Economists have tended to neglect political and psychological 
aspects or to treat them intuitively rather than scientifically, and I wish to 
raise the question as to whether systematic study of the political and psycho- 
logical aspects could produce useful results. 

The political problem is particularly acute when the need is to restrain 
inflation. It is by no means certain that the majority of people dislike in- 
flation. And many of those who are clearly conscious of its damage to them 
are nonvocal and politically weak. Moreover, almost every measure designed 
to restrain inflation is unpalatable to large and powerful groups. For example, 
there is always strong opposition to higher taxes, reduced public spending, 
wage control, price control, selective credit controls, higher interest rates, 
etc. 

This situation leads the practical politician either to shirk the job of 
inflation control or seek methods that conceal unpopular effects. The econo- 
mist as well is often led by the realities of practical politics to search for 
gadgets which will exert restraint and yet be politically acceptable. Thus 
we find plans designed to curtail credit without raising the rate of interest, 
to control prices of finished goods without controlling wages or farm prices, 
to control prices without providing the supporting monetary and fiscal meas- 
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ures, to apply credit control without imposing higher taxes, to levy indirect 
taxes in preference to direct taxes, etc. The attempt to find ways of softening 
the political impact of inflation control is a world-wide phenomenon. With 
every financial journal we read of some new scheme for controlling inflation 
in a palatable fashion. 

Now I am not suggesting that the politician or the economist should be 
criticized for trying to achieve stabilization by methods that are politically 
acceptable. Indeed, this is the only way in which it can be done. I would 
even argue that it is the duty of the economist to assist in developing 
stabilization policies that will be politically acceptable and will be harmon- 
ized so far as possible with competing ends. I would suggest, however, that 
the economist would be most useful in this task if he could enlarge the scope 
of his studies to include systematic analysis of political considerations. I am 
thinking of such questions as these: What are the attitudes of various 
groups toward inflation? Why do they have these attitudes? How can various 
groups be persuaded to support inflation control? What are their views 
toward different kinds of measures designed to restrain inflation? What meas- 
ures are likely to obtain the support of what groups? What degree of infla- 
tion control is politically feasible under various conditions? 

The problem of economic stabilization is also a problem of social psychology 
because the effects of many stabilization policies depend ultimately upon 
the way in which people react to them. For example, compliance with any 
stabilization measure is dependent upon the attitudes of people as to its fair- 
ness, upon their estimate of its urgency, upon the degree of its conformity 
with American political traditions, etc. Similarly, the success of any measure 
will be determined partly by its effect upon incentives, expectations, the 
level of investment, the propensity to consume, and the distribution of income. 

There are many urgent and practical questions which do not yield to the 
traditional methods of economics and which probably can be answered only 
by empirical studies using the methods of social psychology. Here are a few 
examples: What are the practical limits of taxation at any given time— 
both as to aggregate amount and as to the form of the tax system? Under 
what conditions will taxes be shifted, for example to maintain take-home pay 
or to maintain customary rates of profit? What average spread between 
controlled and free market prices can be maintained without widespread 
violations? What are the effects of various taxes and controls upon incentives 
and productivity? 

In the more restricted field of credit policy, which is the subject of this 
session, here are more questions: What are the effects of changing interest 
rates upon expectations, incentives, savings, and investment? What is the 
relation between financial liquidity and the propensity to consume or to 
invest? What kinds of securities will investors be willing to buy or to hold, 
under various conditions? What will be the effect of a fall in bond prices 
on general confidence or on the ability of the Treasury to market securities? 
Under what conditions will a flight from the dollar occur? To what extent 
will credit control be circumvented through activation of idle balances? 
What incentives are required to induce people to exchange idle cash for 
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bonds? What is the significance of various interest rate patterns? What would 
be the psychological significance of changing our arrangements regarding 
monetary gold? One could add to this list indefinitely. 

My conclusion is that many of the crucial issues in monetary policy and 
in economic stabilization policy generally lie outside the domain of tradi- 
tional economic analysis. I make the plea that greater efforts be made to 
carry forward systematic studies of the political and psychological aspects 
of stabilization policy. 


Lester V. CHANDLER: All the three interesting major papers have stressed 
one common factor: the great influence of federal debt management on mone- 
tary policy. Saulnier suggested that the appropriate role of selective credit 
controls as restrictive devices cannot be delineated without reference to the 
availability of general monetary restriction, which depends to a great extent 
on debt management policies. Seltzer discussed the control of bank portfolios 
as a means of insulating private credit from the federal debt and debt man- 
agement. Roosa considered several of the thorny problems of integrating debt 
management and monetary management. My remarks will be directed to this 
one common topic: debt management and its relationship to monetary man- 
agement. 

My one main point will be that a satisfactory approach to these problems 
awaits the development of a satisfactory theory of debt management, which 
is at the moment lacking. Too many of the current discussions, though not 
Roosa’s, assume that the basic difficulties in this field spring from the present 
division of responsibility, and that the solution lies in reallocating powers and 
in revising policy making and administrative arrangements. I suggest that 
the more basic difficulty is to be found in the assumption that the objectives 
of debt management should differ from those of monetary management, and 
in differing estimates as to the efficacy of various measures for achieving the 
selected objectives. 

In this field professional economists have given inadequate assistance. We 
have written at length on government revenue and expenditure policies and 
on the effects of surplus and deficit financing. We have filled shelves of books 
with discussions of the objectives and instruments of monetary policy and 
would, I believe, be in general, though not unanimous, agreement as to 
the objectives of monetary policy were it not for considerations relating to 
the federal debt. But we have not addressed ourselves so extensively to the 
objectives and methods of managing an outstanding national debt as large as 
ours today. Government officials would search the economic literature almost 
in vain for a comprehensive and thorough discussion of the appropriate 
objectives of debt management policy, a careful balancing of these various 
objectives against each other, and an appraisal of the various specific meas- 
ures applicable to debt management. This lack of a fully developed basic 
theory has impeded the development of debt management policies and an 
appropriate integration of debt management and monetary theories and 
policies. 

Without pretending to be able to evolve a broad theory of debt manage- 
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ment and to integrate it with monetary theory, I suggest that the following 
approach might be useful. In the first place, as Roosa has suggested, it is 
almost axiomatic that the federal government must always have sufficient 
funds to meet its contractual obligations and that every Treasury offering 
of securities must be successful. In this sense, monetary policy must be the 
servant of debt management; no Treasury issue, whether for refunding or new 
money purposes, can be allowed to fail. But this does not mean that the eco- 
nomic stabilization objectives of monetary policy should be sacrificed. Rather, 
it means that the Treasury should so tailor its issues as to contribute to the 
attainment of the common objectives of monetary and debt management 
policies. 

This leads to the second point that monetary and debt management should 
have common objectives, and dominant among these objectives should be 
general economic stabilization, including general price stability. Satisfactory 
results are unlikely to be attained so long as monetary and debt management 
authorities have differing objectives. And since general monetary policy is 
likely to be adapted to insure the success of debt management, it is impera- 
tive that the objectives of debt management be appropriate. 

The importance of this is emphasized by a third point: the powerful influ- 
ence of the national debt on the behavior of the economy. The federal debt 
is by far the largest repository of savings in the entire economy. As such, its 
liquidity, price, and yields can influence the behavior of private consumption 
and can dominate the availability and cost of money for private investment 
purposes. The debt managers should consciously and courageously use this 
power to regulate the availability and cost of money for private use. These 
considerations should weigh heavily, and even dominate, decisions as to the 
various attributes of the securities representing the debt—their interest rates, 
maturities, times and terms of redeemability, and so on. Seltzer has discussed 
various methods of controlling the liquidity of government securities held by 
commercial banks. Some of these devices might be useful in attacking a part 
of the problem. But at best they would solve only a part of the problem; we 
would still be faced with the liquidity of the great volume of governments 
held outside the banking system. We need also a more general analysis of the 
various methods that can be used to control the liquidity, prices, and yields of 
all government obligations for the purpose of regulating private spending. Es- 
pecially if we were willing to incur somewhat higher interest costs to promote 
our objectives, it should be possible to accomplish much by adjusting interest 
rates and regulating the terms of redeemability. It should not be taken 
for granted without further analysis that the attributes of the securities 
presently representing the federal debt are necessarily the ones best calcu- 
lated to promote general economic stability. There appears to be room for 
further invention in this field. For example, there are almost limitless com- 
binations of attributes between the one extreme at which the debt is re- 
deemable on demand at fixed prices and the other extreme at which the debt is 
in the form of consols which are not redeemable at all. 

If, as I have suggested, we should consciously employ debt management 
as an instrument of economic stabilization, we would also have to reconsider 
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our attitudes toward interest rates and service charges on the national debt 
during periods of actual or threatened inflation. Here there has been a 
strange dichotomy. Traditional monetary policy did not shrink from restrict- 
ing credit just because it would raise interest rates and shift income from 
debtors to creditors. But in discussing debt management, many economists 
as well as government officials conclude that a rise of interest rates is un- 
desirable, even in periods of inflation, not only because it increases interest 
charges on the federal debt, but also because it tends to shift income from 
private debtors to their creditors. These conflicting attitudes are confusing, 
to say the least. 

Our treatments of the role of interest rates in debt management have in 
most cases been unsatisfactory. There seems to be general agreement that 
it is undesirable for the government to borrow at zero rates of interest 
through the creation of new money, except possibly in depression periods. But 
the literature on debt management provides little guidance as to the rates of 
interest above the zero level that the Treasury should seek to have estab- 
lished under various economic conditions. It is obviously of little help to say 
that the Treasury should pay rates in line with those prevailing in the market, 
when the market rates are themselves dominated by the Treasury borrowing 
rates. What is clearly needed here is a reconsideration of the importance of 
the size of service charges on the federal debt and a reassessment of the 
effects of the yields on these obligations and changes in their yields on the 
behavior of the private sectors of the economy. It is not enough to say that 
yields on government debt should be above zero; we need guidance as to 
how much above zero and how the extent and rate of change of these yields 
affect the economy. And as implied by Roosa, we economists should probably 
supplement our discussions of the absolute level of interest rates with a 
more thorough consideration of the impacts of actual and threatened changes 
of rates. 

These comments also apply to changes in the prices of outstanding govern- 
ment obligations. On this subject there seems to be a wide divergence of 
views. It appears that debt managers tend to view with disfavor any decline 
of government security prices—or at least declines below par. The monetary 
managers, on the other hand, have come to believe that some price declines 
serve a useful purpose in restricting the availability of money for private 
spending. What is needed here is a common understanding as to the economic 
effects of the various types, rates, and extents of price declines in the securi- 
ties market and a common judgment as to the tolerable limits on the rate and 
extent of decline. These common judgments could then guide the debt man- 
agers in determining the attributes of the securities to be offered to the vari- 
ous classes of investors. 

My somewhat random comments boil down to this: we have not yet 
evolved a comprehensive theory of debt management consistent with the 
tremendous magnitude and economic importance of the national debt. We 
have tended to assume that its existence must necessarily limit the use of 
monetary policy for restrictive purposes and have not explored adequately 
the possibilities of deliberately managing the debt in such a way as to sup- 
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plement and strengthen monetary policy. I am suggesting that we should 
investigate the possibility of assigning to debt management, as well as to 
monetary management, a constructive and vigorous role of contributing to 
general economic stability. It seems clear that debt management together 
with monetary policy have enormous powers to increase the liquidity of the 
economy and to ease credit for private use. I believe that it is also possible 
to use debt management, in conjunction with monetary policy, to reduce the 
degree of liquidity of the economy and to restrict the availability of credit 
for private use. But this power will be very limited indeed if we do not 
reconsider the objectives of debt management, rethink our positions regarding 
interest rates and service charges on the debt, and survey the structure and 
characteristics of federal securities as devices for stabilization purposes. 

To solve the types of problems discussed in the three major papers would 
be difficult under any conditions. But the lack of a satisfactory basic theory 
of debt management adds greatly to the difficulty of integrating debt man- 
agement and monetary policies, of determining the relative roles to be assigned 
to general and selective credit controls, and of determining what specific 
regulatory devices would be most appropriate. 


Paut W. McCracken: Basically these three papers are concerned with 
a problem which can, I think, be best stated in the form of a question. How 
can a policy of monetary and credit restraint be implemented when the 
public can obtain cash through market sales, redemptions, or maturity run- 


offs out of government security holdings? 

Direct measures of pinning down the debt through forced holding do not 
seem to me to be appropriate to our problem. There are many reasons. The 
total volume of obligations, public and private, are not particularly large 
relative to the size of our economy. Most such plans are designed largely 
to force banks to hold a secondary or supplementary reserve, but experience 
has taught us that market sales or maturity runoffs from other holders can 
be a very large part of such a problem also. Nonfinancial corporations, for 
example, reduced their government security holdings by 9 billion dollars in 
the postwar years, and insurance companies now hold about 8 billion less 
than in 1946. There is also the somewhat metaphysical question—which I 
do not want to discuss though I suspect it is quite relevant—as to how far 
we can substitute edicts and directives in the market to create a preferred 
position for one borrower without impairing the ultimate optimum allocation 
of resources. 

In Mr. Roosa’s paper we have a most constructive blend of careful technical 
analysis and close experience with the practical realities of this complex 
problem. Since I agree with most of his analysis and general conclusions, my 
comments here will be limited to a few specific points. 

Some will, I think, feel that in omitting distributional considerations Mr. 
Roosa has overlooked a point of some importance in this matter of debt man- 
agement and monetary policy. His remains an essentially market approach 
to the problem. In a relatively free market, appropriate credit and debt man- 
agement policy in a boom will mean rising interest rates, not only on the 
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public debt, but generally. For a variety of reasons, some feel that these de- 
velopments produce perverse changes in income distribution which are so- 
cially undesirable—given the absence of conclusive proof that a policy of 
monetary restraint is effective in tempering the boom. I do not myself feel 
this is a very substantive consideration. There is not convincing evidence 
that the quantitative size of any distributional displacement is substantial 
or certain enough to be of major importance. Nevertheless, I do believe this 
distributional consideration helps to explain not only our inability intellectu- 
ally to agree on how much reliance ought to be placed on credit policy but 
also perhaps the mystery of why we seem so unable to agree. 

Mr. Roosa states that the case for credit policy evolving in recent years 
“does not attach particular significance to any given level of interest rates.”’ 
This puzzles me a bit. If it means any concept of a pure rate apart from 
those market and credit risk considerations of importance in the structure of 
market rates is not too useful, we would probably agree. To be sure, a 
measure of the changing tensions in the money market will be the change in 
the rate of interest. And if rates are not free to change, a disequilibrated 
market will result. But that says little more than could be said of any market. 

I suspect that just as we are rediscovering money, to quote Professor Ellis 
(Essays in Honor of John H. Williams, 1951, page 253), we are also destined 
to rediscover the rate of interest—as well as changes in the rate of interest. 
Otherwise Robertson’s sage comment (Essays in Monetary Theory, 1946, page 
24), it seems to me, becomes pertinent that we seem to say that “the rate 
of interest is what it is because it is expected to become other than what it is; 
if it is not expected to become other than it is, there is nothing left to tell us 
why it is what it is.” 

I persist myself in believing that when Wicksell developed his concept of 
the normal rate, he was talking about a thing of some use and relevance 
here. It is because the normal rate rises that the monetary rate must rise. 
To be sure, we may not be able to calibrate this normal rate, and uncertainty 
about it or uncertainty about rate changes may be useful tools for central 
bank operation. But that is not to say that its level is not a significant dimen- 
sion of the rate of interest. Otherwise, apart from institutional viscosities, we 
seem to say that we could as well now operate on a 1 per cent long rate as a 
per cent rate. 

Moreover, I do not myself believe this is quite the purport of this modern 
evolution. What I suspect it means is that the real significance of interest 
rates is as a calibration of those tensions in the money and capital markets 
which affect the availability of funds. And unless we have some understanding 
of the way these institutions operate, we will not realistically appraise how 
interest rate developments will be related to the ex post volume of borrowing 
and private deficit spending. The previous stage in this evolution, in a word, 
had seemed almost to imply that the rate of interest was the only impediment 
to a willing borrower in a perfect market. This admittedly did not square 
with the economic facts of life. 

It seems to me Mr. Roosa dismisses somewhat too abruptly the use of non- 
marketables in achieving that funding and firmer holding of the debt which he 
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rightly considers necessary. They have, as he points out, two disadvantages. 
The greater the inhibition to redemption prior to maturity the higher must 
be the rate to induce purchase. And if rates rise in a boom to this “peril point” 
at which it will pay to redeem and reinvest elsewhere, an avalanche of redemp- 
tions might be precipitated. Granted. But I suspect the situation which would 
produce that avalanche would also produce substantial Federal Reserve 
stabilizing purchases if the securities had been marketables. And this would 
not only liquefy the debt but create bank reserves. Refunding of nonmarketa- 
bles—even into short-term bank held debt—would have the advantage of 
creating a relatively smaller volume of bank reserves even if the same amount 
of publicly held debt were liquefied. 

The poor performance of nonmarketables in 1950 and 1951 does not seem 
to me to prove much here. Marketables also had a crutch. Federal Reserve 
holdings of government securities went up 4.7 billion dollars in fiscal 1951, 
mostly marketables. How large such purchases would have been had there 
been no peg is, of course, a moot question. Moreover, the cash drain which 
nonmarketables made on the Treasury in fiscal 1951 came entirely from the 
maturing Series A-D bonds and Series E bonds (whose holders are presumed 
to be less sensitive to interest rates and therefore peril points). Series F and 
G bonds net brought 0.8 billion dollars of cash into the Treasury in fiscal 
1951. 

With Mr. Saulnier’s persuasive paper I agree almost wholly. It is a very 
sober analysis of a still fluid and amorphous question. Two comments, how- 
ever, may be worth making. 

It is true, as he says, that at present there is “virtually no possibility of 
demonstrating, in any verifiable manner, what has been the net impact on 
the economy of selective credit controls.’”” We will undoubtedly all agree. 
Therefore, I was a bit surprised and quite delighted to see a rather explicit 
and quantitative attempt made to measure this impact later in the paper. 
Whatever the questions of detail we might raise about the measurement, Mr. 
Saulnier is to be commended for trying. 

Those of us who insist monetary policy has some relevance to the modern 
economy ought to take notice. One of the real weaknesses in our whole post- 
war case has been what strikes me as an astonishingly feeble and fumbling 
effort to develop real empirical evidence regarding two questions: (1) Do 
monetary changes alter the volume of private spending? (2) Can policy 
changes produce the desired monetary changes? There has been too much 
resort to such vague qualitative phrases as “less readily available funds” 
and “the wait-and-see attitude of lending officers.” Where is the evidence 
about the quantitative magnitudes involved? Where is the evidence being 
gathered? The only significant exception is the excellent Consumer Finance 
Surveys of the Federal Reserve, but they deal with only a part of the problem. 

I should have thought Mr. Saulnier might have alluded to the significance 
of selective credit controls as a possible restraint of trade. In the postwar 
period, a great many retailers (at least privately) would admit that they 
liked Regulation W. The reason? Because it restrained inflationary pressures? 
Not at all. It protected them from the “competition on terms” of some un- 


272 AMERICAN ECONOMIC ASSOCIATION 


scrupulous dealers who otherwise might pursue “unsound” credit practices. 
We are compelled to admit, however, that these unsound individuals may 
simply have been a part of that Schumpeterian entrepreneurial process of 
creative destruction, their innovation in this case having been to show that 
they could stay in business and sell on thinner terms and to more marginal 
credit risks than had been considered possible. If so, these unsound dealers 
deserve their share of credit for that broadening of the marketing base which 
has helped to make possible our consumer hard goods industries. It would 
be useful to consider the extent to which selective controls might become a 
part of that process by which the emphasis in antitrust policy is meta- 
morphosing from protection of competition to protection of competitors. (See 
Clare E. Griffin, “An Economic Approach to Anti-trust Problems,” published 
by the American Enterprise Association, June, 1951, page 35.) 
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RECENT EXPERIENCE WITH MONETARY-FISCAL 
MEASURES TO COMBAT INFLATION 


By Woop.ieF THOMAS 
Federal Reserve Board 


During the past eighteen months, this country has had the remarka- 
ble experience of passing through an inflationary upsurge of very large 
proportions and, without intervening collapse, reaching that goal of 
economic planners: a state of equilibrium at a high level. The infla- 
tionary boom abated while its basic cause—an unprecedented peace- 
time increase in government expenditures—continued to exert increas- 
ing demands on the economy. This experience deserves careful study 
by economists. One possible explanation is that inflation ran its course 
and came to an end because of the self-corrective forces inherent in the 
inflationary process and that the customary subsequent collapse was 
prevented by the continuing defense program. Another is that the 
measures of control adopted to curb inflation were really effective. 

Another striking economic development has occurred in this same 
period. Throughout the world, as well as in the United States, there has 
been a marked resurgence of the use of the more traditional general 
measures of monetary and credit regulation in order to restrain infla- 
tionary tendencies. Reliance is being placed to a much less extent on 
various types of the particularized or selective measures which were 
adopted during the earlier postwar years in an attempt to curb private 
credit expansion without affecting the prices of the large volume of 
outstanding government securities or the interest cost on new issues. 
Efforts to prevent increases in interest rates in the face of growing 
inflationary credit demands have been moderated or abandoned in 
favor of policies to restrict expansion in the volume of credit and 
money.’ 

Is there some relation between these two striking contemporaneous 
developments: the abatement of inflation while its basic cause—the 
expanding defense program—continued, and increased reliance on 
monetary measures for restraint of inflation? 


*See article on “Post-Korean Monetary Policies in Western Europe,” Federal Reserve 
Bulletin, December, 1951; also, “Return to an Active Credit Policy,” by Per Jacobsson, 
Quarterly Review of the Skandinaviska Banken, Stockholm, October, 1951. 
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The Nature of the Problem 


The nature of the inflationary threat that resulted from the defense 
program and the types of measures needed to combat it were on the 
whole well understood by economists and public officials from the be- 
ginning. It was clear that, in contrast to the situation in 1940, the 
economy was already operating at close to capacity with little leeway 
for further expansion, and that the very large wartime increases in 
holdings of money and other liquid assets by businesses, individuals, 
banks, and other lending institutions provided a tremendous potential 
for increase in the volume of private spending and investment. It also 
seemed that the proposed increase in the military program taken alone 
could be met by the economy with little or no reduction in the volume 
of goods and services available to the civilian sector of the economy 
and that the major problem of economic policy would be to prevent an 
undue increase in over-all civilian spending relative to the quantities 
of goods available. The increase in incomes resulting from the ex- 
panded military program, the diversion of goods to that program, and 
the various stimuli given to private spending by the psychological and 
other factors incidental to such a development could be expected to 
result in increased consumption and investment and in speculative 
commitments, which would press upon limited supplies available, creat- 
ing inflationary tendencies. 

Types of measures best adapted for dealing with the problem were 
well stated in the Midyear Economic Report of the President, issued 
late in July, 1950: 


First of all, for the immediate situation, we should rely in major degree upon fiscal and 
credit measures. These general measures can be helpful not only in restraining inflationary 
pressures, but also in reducing the civilian demand for some specific products, such as 
automobiles and housing, thus making available for necessary military use a larger propor- 
tion of an already short supply of some critical materials. The more prompt and vigorous 
we are with these general measures, the less need there will be for all of the comprehensive 
direct controls which involve the consideration of thousands of individual situations and 
thus involve infinitely greater administrative difficulties and much greater interference with 
individual choice and initiative. 

It is not necessary in this statement—nor does time permit—to 
describe economic developments during the period of defense prepara- 
tion. The most significant aspect, as was foreseen, was that the early 
and sharp inflationary upsurge preceded the increase in defense ex- 
penditures or even orders. Although defense expenditures had more 
than doubled by the end of the first year of the program, the dollar 
amount of the addition—an annual rate of about 20 billion dollars— 
was but two-fifths of the 50 billion dollar increase in the value of the 
gross national product. Moreover, the increase in government expendi- 
tures was at first more than balanced by additions to receipts. The 
federal government showed a surplus of cash receipts over cash ex- 
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penditures in the first fiscal year of the defense program and little if 
any cash deficit is likely in the second fiscal year. 

The sharp inflation that occurred in the latter part of 1950 and 
early weeks of 1951 was the result of mounting civilian expenditures 
representing a veritable scramble for goods by both business and con- 
sumers in anticipation of the prospective increase in government ex- 
penditures and the resulting strain on the resources of the economy. In 
this scramble for goods, buyers had an unprecedented financial basis 
for inflation in the large volume of liquid assets that had been built 
up during fifteen years of government deficits—particularly during 
the war. In addition to exceptional holdings of deposits and currency 
relative to the volume of economic activity, the public held large 
amounts of government securities which possessed unusual liquidity 
because of the policy followed by the Federal Reserve during the war 
and postwar periods of supporting prices and yields of government 
securities. Buyers could also finance increased expenditures by borrow- 
ing from banks and other lenders. 

Not only could banks obtain funds to lend by selling securities to the 
Federal Reserve, but also nonbank investment institutions followed 
the same practice and even business or individual holders were able to 
obtain additional funds in the same manner. If these securities were 
purchased by other similar investors, no increase in credit or in the 
money supply would result, although the turnover of money would 
probably have been accelerated. In actual practice, however, a large 
amount of the securities sold were promptly purchased by the Federal 
Reserve. These purchases provided additions not only to the money 
supply but also to the volume of bank reserves—“high powered dol- 
lars” —that served as a basis for manifold further credit expansion by 
banks. In effect any holder of government securities could become a 
medium of inflation. As Marriner Eccles has said, the Federal Reserve 
System thus became an “engine of inflation.” 

Inflationary tendencies could hardly be curbed as long as such ex- 
pansion in the supply and use of money was possible. Another essential 
for the prevention of inflation, however, is that new savings be invested 
in government securities and that those already so invested be retained 
in that form. Such investment of savings might be encouraged by 
assuring investors that their securities can be liquidated in case of 
need without a serious loss in value. To give investors assurance that 
they might liquidate their securities at will and at the same time dis- 
courage them from doing so has presented a continuing dilemma to the 
Federal Reserve and the Treasury ever since the war. Because of this 
dilemma, the problem of restraining expansion of credit so as to avoid 
inflation has been not alone the conventional problem of restricting 
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private credit expansion in conformity with the needs of the economy 
for new money. The effect on holdings of the huge public debt has also 
had to be considered. Yet restraint on credit expansion is essential if 
inflation is to be minimized. 

In addition to restraint on borrowing, essential for the avoidance of 
inflation is the will to save by the people of the country, In a situation 
characterized by capital goods expansion and a government deficit, an 
increase in saving is inevitable. To avoid inflation, it is necessary that 
both current and past savings be invested and held in anti-inflationary 
forms. 

Probably never before in any country has the volume of accumulated 
savings been so large and so widely distributed among the population, 
with so much held in relatively liquid form, as is now the case in this 
country. Inflation or the threat of inflation is a great inducement for 
savers to shift their holdings from money or fixed-interest forms to 
properties that may increase in value or in rate of return with inflation. 
Accumulated savings may also be drawn upon to purchase goods in 
anticipation of rising prices, Savers must be encouraged to keep their 
holdings where they will contribute to the fight against inflation. 

If savings are used to purchase homes, farms, business properties, 
common stocks, or corporate bonds, they might contribute to inflation, 
particularly if the funds are used directly or indirectly for new con- 
struction or expansion. If savings are used to repay indebtedness or to 
buy government securities, which would otherwise have to be held by 
banks, the result would be anti-inflationary. These same conclusions 
apply to the uses made of savings placed with investment institutions, 
such as insurance companies and savings associations, or of savings 
deposits in banks. The holding of savings in demand accounts at banks 
may be anti-inflationary if they are inactive, but funds so held are 
likely to be active. They certainly can be more easily activated than 
savings held in other forms, If savings are increasingly held in this 
form, moreover, the need for bank reserves is increased, requiring 
central bank action. Once reserves are created, control over their use is 
difficult. The prompt investment of savings in anti-inflationary forms 
is highly desirable. If they are salted away, they will not remain as an 
inducement to spend. 


Fiscal and Monetary Weapons Against Inflation 


The various weapons of defense against mounting inflation are well 
known and many of them have been brought out of the arsenal and 
put to use in the past year and a half. The basic problem is to keep the 
volume of private spending for consumption and investment in line 
with the supply of goods and services available for private purchase. 
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It is not the task of this paper to discuss the array of direct controls 
that were eventually imposed governing allocations and prices of goods, 
wages, and other matters. Although official statements at the beginning 
of the program indicated a preference for fiscal and monetary controls 
to deal with the problem of partial mobilization, there developed a 
strong public pressure for direct controls, many of which have been 
adopted. In the fiscal and monetary fields, the types of measures that 
may be used are as follows: (1) taxation, (2) public-debt management, 
(3) general credit restraints, (4) selective credit instruments, and 
(5) voluntary credit restraint. 

Particular measures in these five groups adopted or available for 
restraining inflation will be analyzed more fully. 

Taxation is the first and most important of all measures to combat 
inflation. In particular, when one of the principal causes of inflation is 
increasing government spending, tax revenues should be at least ade- 
quate to cover the government’s expenditures on a pay-as-we-go basis, 
and it would be desirable to have a budget surplus to discourage or off- 
set the effect of growing private expenditures. 

In the area of taxation, the measures recommended by the govern- 
ment since Korea and to a considerable extent those adopted by Con- 
gress have on the whole been vigorous, courageous, and effective. Three 
sets of tax increases have been enacted aggregating additional revenue 
of about 16 billion dollars a year. Total revenues will increase by more 
than 30 billion dollars a year, reflecting higher incomes. Up to about 
the middle of 1952, the government’s cash receipts will have generally 
exceeded or equaled expenditures. It may be said, of course, that the 
attainment of tax revenues sufficient to cover expenditures was due in 
large part to expanded incomes resulting from inflation, which might 
have been diminished if larger and prompter tax advances had been 
enacted. It is hardly a satisfactory policy to depend upon inflation to 
balance the budget. 

Some people will no doubt find fault with the nature of the taxes that 
have been enacted, on the ground that they unduly discourage saving 
and capital investment needed to provide the increased productive 
capacity essential for the defense program and the avoidance of in- 
flation. Any complaints of undue burdens upon the lower- or middle- 
income groups can hardly be supported, since the objective of higher 
taxes under the circumstances is to reduce or limit increases in spend- 
ing and they must therefore cover the bulk of consumers. It should be 
recognized that in the situation facing us, with consumer income grow- 
ing faster than supplies of consumer goods, it is not possible to main- 
tain the buying power of income. It must be curtailed by taxation or 
saving or it will be cut by a decrease in the value of the dollar. 
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Finally, on the basis of the information available regarding the 
prospective preparedness program, taxes are still inadequate to cover 
probable expenditures during the next year and thereafter. The infla- 
tionary impact of a budgetary deficit will be most pronounced in the 
last half of the coming calendar year. 

Public-debt management can contribute to the restraint of inflation 
by endeavoring to induce savers to invest in and hold government se- 
curities. The aim is to reduce to a minimum reliance upon creation of 
new money to finance the government, particularly Federal Reserve 
credit. It may also be desirable to offer securities which have limited 
liquidity in order to reduce the potentiality for monetizing the debt at 
some time in the future. 

During the first year after Korea, with the existence of a budgetary 
surplus, Treasury debt management consisted largely of refunding 
maturing issues. Measures were also adopted to facilitate and en- 
courage the retention of maturing savings bonds by existing holders. 
The most important development was the offer made by the Treasury 
at the time of the announcement of the Treasury-Federal Reserve ac- 
cord of a long-term 24 per cent bond in exchange for the longest-term 
outstanding 2'% per cent marketable bonds not eligible for bank owner- 
ship. The new bond is not marketable and therefore is not subject to 
market price fluctuations. It can be exchanged, however, into a five- 
year marketable note with a 11% per cent coupon. This feature permits 
liquidation but at a price which would be determined at any time by 
the situation in the money market and can be influenced by Federal 
Reserve policy. The purpose of this offering was to remove from the 
market a large portion of the bonds that investors had been selling to 
the Federal Reserve. Of the 19.6 billion dollars of the convertible 
issues outstanding, about 13.6 billion were exchanged, of which 5.5 
billion were held in Federal Reserve and Treasury accounts. 

New money borrowing in the market by the Treasury during 1951 
amounted to about 4.5 billion dollars while about 2 billion of maturing 
marketable issues have been retired. In view of the large commitments 
made by institutional investors in the private credit area and their 
desire to sell government bonds, it was hardly possible for the Treasury 
to sell long-term bonds in any substantial amount. On the other hand, 
there was an expansion in holdings of short-term funds by corporations 
and others and some shift by institutional investors from bonds to 
short-term securities. Hence Treasury refunding and more recently 
new-money financing were confined to the short-term area. 

Because of the adoption of the Mills plan, under which a large por- 
tion of corporate taxes is paid in the first half of the calendar year, the 
Treasury surplus in that period and deficit in the last half have both 


| 
| 


INFLATION CONTROL IN THE UNITED STATES 279 


been greatly increased. Hence the Treasury offered this fall bills matur- 
ing on tax dates next March and June in an endeavor to tap corporate 
tax accumulations. These bills proved attractive to banks because they 
could be paid for by credits to Treasury accounts and so far only a part 
of them have been resold to corporations. As a result, on balance, bank 
holdings of government securities have increased in recent months. This 
increase may be eliminated by corporation buying of tax bills or in 
any event by the ultimate redemption of these bills. Changes in bank 
holdings of government securities are related to credit policies to be 
discussed later. 

With the development of a substantial deficit in Treasury accounts 
next year, the task of debt management will become more difficult as 
well as a more strategic and critical element in the anti-inflationary 
program. Debt management will need to be directed toward attracting 
the increase in savings that is developing. To the extent that these 
savings can be attracted into government securities, and particularly 
into long-term issues, the volume of savings that may go into inflation- 
ary uses, such as the purchase of corporate securities, commodities, 
houses, farm lands, etc., will be held down. Also, the need for the Treas- 
ury to rely upon the creation of new money through the banking system 
will be diminished and perhaps entirely avoided. 

General credit restrictions aim to limit the supply and cost of lend- 
able funds available, particularly to banks, and are necessary to re- 
strain expansion in private spending. These measures include changes 
in discount rates, in open market operations, and in bank reserve re- 
quirements. 

Because most of the inflationary pressures during the first year of 
the defense program arose from increased private spending financed 
directly or indirectly by credit expansion, as well as by more active 
turnover of existing large money holdings, general monetary measures 
have so far been the most important anti-inflationary weapons that 
could be used, although selective credit restraints have also been help- 
ful. These broad measures have been needed to restrict the availability of 
credit in general because of the broad scope and wide variety of credit 
demands. A rise in interest rates has been an inevitable result of limita- 
tions on the supply of credit in the face of expanding demands. Higher 
interest rates are also a restraining factor in themselves, not only be- 
cause they discourage borrowing to some degree, but also because of 
their effect in reducing the capital values of fixed interest assets, thereby 
discouraging the liquidation of such assets to obtain funds for other 
purposes and encouraging their acquisition by investors. 

Since the widespread holdings of government securities provided a 
potential source of funds for businesses and individuals and particularly 
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for banks and other lending institutions, measures to restrict credit 
necessarily affected the government securities market. The particular 
measures of general credit restraint adopted can best be discussed 
chronologically. 

Discount Rate Increase and Changed Open Market Policy. In Au- 
gust, 1950, the Federal Reserve authorities announced that they were 
prepared to use all available powers to restrain further inflationary 
credit expansion consistent with the policy of maintaining orderly con- 
ditions in the market for government securities. Discount rates were 
raised at the Federal Reserve banks and open market operations were 
changed so as to reduce System purchases of government securities and 
thus curtail the availability of bank reserves. 

The Federal Reserve continued, however, to support Treasury re- 
funding operations and the long-term bond market and in carrying out 
these policies purchased substantial amounts of government securities. 
Insurance companies and other institutional investors became large 
sellers of bonds in order to obtain funds to acquire mortgages and busi- 
ness securities. In an attempt to offset the effect of these purchases in 
expanding reserves, the System endeavored to sell other issues in the 
market. However, in view of the tremendous demand for loans then 
developing, it was difficult to accomplish this effect. As a result, banks 
obtained additional reserves which provided the basis for a very large 
bank loan expansion. Short-term interest rates increased only slightly, 
while bond prices showed little change. 

Increase in Reserve Requirements. In January an increase in mem- 
ber bank reserve requirements absorbed some of the additional reserves 
that had been supplied, as well as reserves being made available by a 
seasonal return flow of currency. After this action, the authority to 
increase reserve requirements was almost completely utilized. In any 
event, it is a difficult power to use at a time when banks do not have 
excess reserves, because it necessitates sales of government securities by 
banks in order to obtain the additional reserves. This places an addi- 
tional strain on the securities market and requires some Federal 
Reserve purchases. It is difficult to limit purchases to the minimum 
amounts needed to help the transition to higher requirements without 
providing the basis for more credit. 

Treasury-Federal Reserve Accord. On March 4, following continued 
heavy investor selling of government securities, particularly long-term 
bonds, the Treasury and the Federal Reserve announced that they had 
reached an accord with respect to debt management and monetary poli- 
cies to be pursued in furthering their common purpose to assure suc- 
cessful financing of the government’s requirements and at the same 
time to minimize further monetization of the public debt. Following this 
announcement the following developments occurred: 
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1. An important measure adopted in connection with the Treasury- 
Federal Reserve accord was the concurrent announcement by the 
Treasury of the offer to exchange for the longest 2 per cent restricted 
bonds the new 234 per cent nonmarketable bonds with limited redeem- 
ability. This exchange removed the bulk of the bonds overhanging the 
market and reduced the volume of selling by investors. 

2. After completion of the conversion, the Federal Reserve gradually 
reduced and subsequently was able to discontinue support purchases of 
long-term bonds, except for occasional very small transactions to help 
maintain orderly markets. 

3. Federal Reserve purchases of the short-term securities in order 
to peg short-term interest rates were immediately discontinued. The 
principal consequences of this change in policy were to diminish the 
creation of reserves at the will of holders of short-term securities and 
to restore the practice by banks of borrowing at the Federal Reserve 
for the purpose of acquiring needed reserves for temporary periods. 
A secondary result of the change was the restoration of flexibility in the 
short-term money market, with money rates determined by market 
forces and related more closely to the Federal Reserve discount rate. 

4. The Federal Reserve has, however, continued to engage in open 
market operations necessary to assure success of Treasury financing. 
This necessitates a reasonable degree of stability in the government 
securities market, particularly around refunding periods, and general 
confidence that the market will usually be orderly and sufficiently broad 
to permit necessary purchases and sales without excessive fluctuation 
in prices. Federal Reserve purchases for this purpose have occasionally 
been rather large but have been limited to relatively short periods, and 
have been largly offset by sales in other periods. 

Selective credit restrictions are designed to limit the demand for 
particular kinds of credit by regulating the terms on which such credit 
may be made available, whereas general credit measures aim to limit 
the total availability of all forms of credit. The selective measures can 
be particularly useful as supplements to general credit action in certain 
credit areas, which are adapted to such regulation, which may not be 
readily responsive to general credit restraints, and which are important 
enough to have a pervasive effect on the economy. 

Selective credit regulation has been used in three sectors: stock 
market credit, consumer installment credit, and real estate credit. Stock 
market credit has been subject to continuing regulation since 1934. 
Margin requirements were raised in mid-January, 1951, and expansion 
in stock market credit ceased, even though stock prices subsequently 
rose to higher levels. 

Regulation of consumer installment credit has had a definitely re- 
straining effect. From October of 1950, when more restrictive terms 
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were imposed, to the end of July, installment credit outstanding was 
reduced by half a billion dollars whereas in the corresponding period 
a year earlier it expanded by 2.5 billion dollars. With the renewal of 
the Defense Production Act at the end of July, however, credit terms 
were relaxed. From August through October new credit granted again 
exceeded repayments, but by a smaller amount than in other recent 
years. 

In the real estate field, the Board instituted its Regulation X in the 
autumn of last year, and there were related changes in Federal Housing 
Administration and Veterans Administration regulations covering down 
payments and maturities. For some time the effectiveness of these 
regulations was greatly limited by prior loan commitments, and housing 
construction and mortgage credit extensions continued in very large 
volume. It was not until measures for general credit restraint adopted 
last spring reduced the availability of mortgage credit that much re- 
straint was evident in that area. The combination of selective actions 
in the mortgage credit area and general credit restraints helped reduce 
housing starts and lowered borrowing demands more nearly to the level 
of the supply of savings available for investment in this area. Last 
August, however, Congress eased the selective credit curbs for lower- 
cost houses. Also, with many earlier loan commitments met and with 
an increased flow of savings to financial institutions, funds have become 
somewhat more readily available in the mortgage market. 

The problem here is twofold: to keep new housing demands within 
the limits of material supplies available and to keep mortgage demands 
down to the supply of funds available without Federal Reserve creation 
of money. If new house construction is further reduced and kept below 
existing levels and if buying of existing houses at higher prices with 
larger mortgages can be avoided, inflationary pressures from this sector 
might cease. 

Voluntary credit restraint, which involves participation by lenders of 
all sorts, may be a means of directing available credits into the more 
essential needs and of curtailing the less essential loans, as well as of 
preventing an over-all expansion in credit. 

This is a type of credit restraint measure in which economists have 
not been inclined to put much faith. In the final analysis, the impact of 
any type of credit restraint depends upon the actions of lenders, who 
have the responsibility of deciding who and what shall be financed. 
They are more inclined to be restrictive if their lending resources are 
limited and must be rationed among borrowers than if they have funds 
available, but they can choose to finance more or less inflationary or 
essential activities. Hence a combination of general credit restrictions, 
which limit the over-all supply, with a voluntary restraint program, 
which provides standards of selectivity, can be most effective. 
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In March, 1951, a Voluntary Credit Restraint Program was organ- 
ized for the purpose of encouraging financing institutions to conduct 
their credit operations in such a way as to contribute to meeting de- 
fense and other essential needs and at the same time to help limit the 
use of credit for other purposes. This program was established as a 
result of the President’s delegation to the Board of the authority con- 
tained in the Defense Production Act to encourage the making of vol- 
untary agreements in the field of financing. The Program is entirely 
voluntary on the part of participating financing institutions and its suc- 
cess is wholly dependent on the co-operation of such institutions. It 
has operated through a large number of regional committees, each 
covering a particular type of lender, and a single national committee. 
These committees set up standards of desirable and undesirable loans 
and pass upon doubtful cases referred to them. There is convincing 
evidence that the program has been genuinely effective in reducing 
extensions of credit for less desirable purposes without restricting loans 
for more essential purposes. 


Results of Monetary-fiscal Policies 


The effectiveness of any economic policy is always difficult to meas- 
ure because the results have to be appraised, not alone by what has 
happened, but by what might have happened if the policy had not been 
adopted, and that can never be measured. Also, any economic develop- 
ment is generally the result of a variety of forces and it is not possible 
to measure the varying degrees of influence of each one. In the case of 
monetary policy, if the restraint measures actually restrict credit, there 
is little or no evidence of the strength of the unsatisfied demand. It may 
not be necessary to prevent credit expansion, but only to slow it down. 

The facts are clear that in the first nine or ten months or so after the 
Korean hostilities began, inflationary developments were intense: pri- 
vate spending increased, credit expanded by unprecedented amounts, 
and prices rose. Since last spring, however, credit expansion has been 
much less, private spending has slackened, and prices have declined. 
To some extent, these changes undoubtedly reflected decisions of con- 
sumers and businessmer uninfluenced by credit restraints. They were 
in part reactions from the previous excesses in stocking up, in borrow- 
ing, and in raising prices. However, the change in credit policy and 
other anti-inflationary policies adopted no doubt had an important 
effect upon attitudes that caused spending to be held down. Specific 
developments in the money and security markets indicate that the re- 
strictive credit policies had positive and definite results in restraining 
inflation. 

Resumption of Member Bank Borrowing. The first result of the 
change in policy, and one of its aims, was that banks no longer obtained 
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reserves as a result of Federal Reserve purchases of government securi- 
ties and, therefore, frequently found it necessary to resort to borrowing 
from the Federal Reserve to adjust their reserve positions. Member 
bank borrowings in recent months have varied from less than 100 mil- 
lion to around a billion dollars. 

This is a most significant development because it means the restora- 
tion of member bank borrowing as an instrument of monetary policy 
somewhat as it operated in the twenties. This can be an effective and 
flexible instrument of policy because when a bank is in debt it is less 
inclined to increase loans and will be likely to use any funds obtained 
from another source to retire indebtedness before seeking new loans or 
investments. Thus the changed open market policy may be said to have 
restored member bank borrowing and the discount rate as effective 
instruments of monetary policy. 

Effect on Short-Term Market. Federal Reserve purchases of short- 
term securities were reduced to a minimum and largely confined to 
periods of Treasury financing. In June and September the Federal Re- 
serve bought rather substantial amounts of maturing issues to aid in 
Treasury refunding. There were also seasonal money market pressures 
at the time. Most of these purchases were offset by subsequent sales or 
redemptions. Generally, however, Federal Reserve operations in the 
short-term market were relatively small. 

Shifts of short-term securities among different holders have been 
accomplished largely without Federal Reserve participation and at 
rates which brought buyers and sellers together. Short-term money 
rates have fluctuated generally in accordance with forces of demand and 
supply in the money market. Rates on nine- to twelve-month securities, 
which rose last spring to about 2 per cent, subsequently declined to 
around the level of the discount rate; they have risen again recently. 
Yields on Treasury bills have fluctuated between 1.40 and about 1.90 
per cent—remaining generally below the discount rate. 

Because of the variations in market rates now possible, it is generally 
more profitable for banks to borrow from the Federal Reserve to make 
temporary adjustments in reserve positions than to sell bills in the 
market at a low price (high rate) and buy them back later at a higher 
price (low rate). 

These developments are in great contrast to the situation in which 
short-term securities could be readily liquidated at established prices. 

Effect in Bond Market. Federal Reserve purchases of bonds were 
reduced to the minimum needed to assure maintenance of an orderly 
market, with very little change since June. Prices of bonds declined last 
spring to as much as three points below par, subsequently rose as much 
as two points, and recently have declined somewhat below the previous 
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lows. After April, sales of restricted bonds by most nonbank investor 
groups were greatly reduced, and such small sales as occurred, mostly 
by insurance companies, were almost wholly absorbed by purchases on 
the part of other nonbank investors. 

As a result of the withdrawal of rigid support from the bond mar- 
ket, large-scale monetization of bonds by institutional investors has 
ceased. There are probably many reasons why these holders stopped 
selling bonds even though they may have continued to want funds 
for other uses. For one thing, they could no longer find ready buyers 
and the possibility that a buyer might be found at a more favorable 
price some other time served to deter and probably in the end to pre- 
vent many sales that would have been made had support of the mar- 
ket continued. Unwillingness to take losses at lower prices was also 
an important consideration. The lower prices and higher returns on 
bonds may have brought into the market some investors unwilling to 
buy at the premiums previously maintained. In general, however, 
investor buying has been on a small scale. 

This cessation of the monetization of bond holdings had a number 
of restraining effects. In the first place, it has been an element of 
restraint upon excessive investment. Institutional lenders have been 
unable to obtain additional funds by selling Treasury bonds to the 
Federal Reserve, as they did freely until last April. Consequently 
these lenders have brought the volume of their new loans to private 
borrowers into better balance with funds available from new savings 
and repayments on old loans. The most striking change occurred in 
the mortgage market and this was no doubt the principal factor cur- 
tailing the inflationary financing of home construction. It also to some 
extent induced an important element of caution in the market for 
securities of corporations and state and local governments and thereby 
caused some contemplated issues to be deferred or abandoned. 

A second important effect of the discontinuance of widespread sell- 
ing of government bonds and their purchase by the Federal Reserve 
was the indirect one that additional reserves were no longer made 
available to banks in so free a manner. As long as banks were obtain- 
ing reserves from such an outside source, it was difficult to induce 
them to restrict their extensions of credit. 

Effect on Bank Reserves. As a net result of the changed situation, 
Federal Reserve holdings of government securities have shown little 
net change since early in April when the bond conversion offer was com- 
pleted. This development is in contrast to the billions purchased in the 
eight months before that date. From April 11 to December 19 there 
was a drain on reserves resulting from an increased currency demand of 
more than 2 billion dollars and a growth of about a billion dollars in 
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member bank required reserves, including in both cases temporary mid- 
December needs. These demands were met in part by a gold inflow, an 
increase in Reserve Bank float (also largely temporary), and substantial 
borrowings from the Federal Reserve banks. The significant develop- 
ment is that Federal Reserve purchases of securities have not been a 
source of reserve funds even though there were demands for additional 
reserves. 

Effect on Credit Expansion. Finally, it should be noted that private 
credit expansion has been at a much slower rate in the past eight or nine 
months than in the preceding period. This is particularly true of credit 
extensions by banks; new commitments entered into by nonbank lend- 
ers have also been reduced, although actual loan extensions continued 
fairly large. Commercial bank loans and holdings of securities other 
than United States, which in the nine months from the end of June to 
the end of March expanded by about 11 billion dollars, in the next nine 
months increased by only about 4 billion dollars. Whereas banks had 
previously been reducing their holdings of government securities to 
acquire funds to lend, they have recently added small amounts of bills 
to their holdings. The recent growth in bank loans that has occurred 
has been largely to industries engaged in defense activities and to meet 
certain seasonal demands. Other types of loans have either decreased or 
shown no greater than usual seasonal increases. Savings institutions 
have continued to increase their loans and other securities and to sell 
government securities on balance but in each case the change was at a 
much slower rate than in the preceding period. 

To some extent the slackening in private credit expansion has no 
doubt reflected in part a decrease in demands as well as limitations on 
the available supply of credit. The selective credit measures have had a 
part in holding back demand, and a number of changes in the needs and 
desires of businesses and consumers have also caused them to borrow 
less. The voluntary credit restraint has helped to change the attitude 
of lenders, but it is evident that the inability to sell government se- 
curities so freely and resulting reduced availability of bank reserves 
has also been a restraining factor. 

There continues to be a substantial growth in bank deposits and cur- 
rency, reflecting increases in bank loans and holdings of securities and 
also an inflow of gold. The large growth in deposits, notwithstanding 
reduced private credit expansion, reflects the effect of the Treasury 
deficit this year as against a surplus last year. A part of this year’s 
growth in deposits has been in savings deposits which decreased last 
year. If the increased volume of funds in the hands of individuals and 
businesses can be attracted into government securities, any consequent 
inflationary developments might be avoided. 
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Conclusion 


In summary, it may be concluded that since the outbreak of hostili- 
ties in Korea and the inauguration of the expanded defense program, 
vigorous fiscal and monetary measures have been necessary in this and 
other countries to restrain inflationary developments. Taxes were in- 
creased substantially in order to reduce the inflationary impact of in- 
creased government expenditures, but a deficit is in prospect for next 
year. 

The early inflationary impact came from a scramble for goods by 
consumers and business financed in large part through credit expansion 
and the use of accumulated liquid assets. Selective measures to restrict 
demand for particular types of credit were adopted in the fields of stock 
market, consumer, and real estate credit, and have been effective. A co- 
operative program of voluntary credit restraint participated in by all 
types of lenders has had a considerable degree of success. An important 
source of funds both for credit extension and direct use was the selling 
of government securities, a large part of which was bought by the Fed- 
eral Reserve. Accordingly, last spring the Treasury and the Federal 
Reserve reached an accord with respect to debt-management and mone- 
tary policies to be pursued with the object of minimizing further mone- 
tization of the public debt and at the same time assuring successful 
financing of the government’s requirements. 

The measures that have been adopted included (1) removal of a 
large amount of long-term bonds overhanging the market by permitting 
them to be exchanged for a higher coupon bond with only indirect 
marketability; (2) almost complete cessation of Federal Reserve pur- 
chases of long-term bonds; (3) reduced operations by the Federal 
Reserve in short-term securities, thus restoring member-bank borrow- 
ing as a means of adjusting reserve positions, which is more restrictive 
than open market operations and makes the discount rate effective; and 
(4) Federal Reserve aid to the market when necessary to assure suc- 
cess of current Treasury financing operations and infrequently to main- 
tain an orderly market. 

Many factors have no doubt been responsible for the abatement of 
inflationary pressures that has occurred since these measures were 
adopted. To some extent it was a reaction from the overbuying, over- 
borrowing, and overpricing of the inflationary outburst. It is evident, 
however, that reduced availability of funds resulting from the credit 
restraints has been an important restraining influence. Federal Reserve 
operations in government securities have ceased to be a continuing 
source of bank reserves. The government securities market has func- 
tioned largely through the operations of private investors, with prices 
and yields reflecting market forces of supply and demand. Leading 
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savings and investment institutions have brought their new loans and 
investments into line with the supply of funds from new savings and 
loan repayments. Bank loan expansion in the past nine months has 
been at a rate less than half that of the preceding nine months, At the 
same time, the Treasury has successfully carried out large refunding 
operations and some new borrowing. 

Individual and business savings increased in 1951. Substantial 
amounts have been invested in housing, farms, and in business plant 
and equipment, but holdings of liquid assets have also increased. The 
tasks for the future, when the government’s deficit will entail increased 
borrowing, are to discourage unessential or deferable expenditures, to 
promote the holding of savings in anti-inflationary forms, particularly 
government securities, and to continue restraints on private credit 
expansion. 
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REFLECTIONS ON A YEAR OF PRICE CONTROLS 


By G. GrirFitH JOHNSON 
Economic Stabilization Agency 


The two months following the Chinese invasion of Korea in late 
November, 1950, witnessed an amazing public pressure for a return to 
direct price and wage controls. The renewed upsurge in prices was 
under way, and a clamor for “drastic action” accumulated from numer- 
ous and varied sources both within and without the government. It 
might be noted that some of the most insistent demands came from 
sources within industry and Congress which were very surprising, 
judging from both their prior and subsequent behavior. 

Contrary to public impression, the main policy argument within the 
government at that time was not whether we should have direct con- 
trols, nor did it relate importantly to timing. Rather, it concerned the 
scope of controls which it was appropriate to undertake. The technical 
aspects of this issue were rapidly submerged by other factors, leading 
to the “general freeze” of January 26. Perhaps this submergence was in- 
evitable, but it was greatly expedited by the absence of a solid accumu- 
lation of economic analysis dealing with direct controls in a situation 
such as then confronted us. From World War II we learned a great 
deal about techniques but relatively little about strategy, except in re- 
lation to the special circumstances of the time. That experience plus 
the postwar collapse of controls has nourished an implicit assumption 
that the only practicable alternatives are to have direct controls more 
or less across the board or not to have them at all: and their merits have 
been largely evaluated on this basis. 

The course of events since Korea has indicated how precarious is 
our economic balance under conditions of high emp! yment, how sus- 
ceptible effective demand is to sudden shifts in expectations, and how 
rapidly developments can occur which not only cause economic dislo- 
cation and hardship but are politically intolerable. It is reasonable to 
assume that similar situations may from time to time recur in this 
troubled world. Whether we like them or not, direct price and wage 
controls are among the tools which an emergency may force into opera- 
tion. If nothing else, political pressures have given them this status, as 
shown by the events following Korea. But it does not follow that their 
objectives and scope cannot be adjusted to the requirements of chang- 
ing circumstance. On this question there has been widespread confusion 
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in the post-Korean period and thus some misconception of the contri- 
bution to stability which should be expected from direct control pro- 
grams. 


I 


In the summer and fall of 1950, discussion in the field of stabilization 
policy tended to concentrate on the issue of direct versus indirect 
controls. The quite general view was that direct controls should be used 
only after indirect controls had been applied to the maximum and their 
inability to cope with the situation had become apparent. While the 
conclusion as to policy may then have been right, the issue itself if put 
in those terms is wrongly stated. 

What we faced was a rapid spiral touched off by a sharp change in 
psychology—a problem not susceptible of handling by slow-moving 
methods. If we had wished to prevent the rapid rise in prices and wages 
of the second half of 1950, there was only one practicable way of doing 
it: a quick imposition of some measure of direct controls. It was idle to 
suppose that fiscal or monetary measures could have done it, although 
their more rapid and vigorous use might well have moderated the rise. 
The purpose of such measures is to affect the basic income and mone- 
tary flows, which can be changed in this way only rather slowly. 

The real policy question in the fall of 1950 was whether the problem 
was sufficiently serious or of sufficient prospective duration to justify 
resort to direct controls. The across-the-board action then being pro- 
posed in many quarters is obviously an exceedingly drastic move. It is 
not something which can be readily turned on and off. Once the step is 
taken, as subsequent events have shown, we necessarily become in- 
volved in an elaborate structure of regulations and organization with 
many serious consequences. 

After the legal authority for controls became available in September, 
a major consideration in the failure to use that authority was the belief 
that the upsurge in prices caused by anticipatory and speculative 
buying was leveling off, as indeed the indexes of that time tended to 
indicate. The prospective problem as then assessed, in view of the slow 
development and limited size of the future military impact, appeared 
to be within the magnitude which could be handled reasonably well by 
other measures. Furthermore, no practicable program could have pre- 
vented much of the inflation in the months following Korea, such as 
that stemming from import prices. Under these circumstances, was it 
wise public policy to plunge into a drastic program which would be 
difficult indeed to reverse? 

Since the events of months or weeks become telescoped from even 
this short vantage point, it has become quite widely concluded that the 
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government was derelict in not taking broad action at a much earlier 
date. Even from hindsight, without the need for a good crystal ball, the 
case is by no means clear up to the Chinese invasion. In the five months 
following Korea, we had a very substantial increase in production, and 
this contributed to the subsequent reversal of inflationary pressures in 
important fields. Would immediate action have significantly impeded 
the rapid rise in output which occurred? Furthermore, in shifting from 
the pre-Korean civilian economy to the post-Chinese invasion defense 
economy, there were many necessary adjustments to be made in price 
relationships, particularly in the area of raw materials where prices had 
been affected by the 1949 recession and where heavy demands would 
occur for a protracted period. Could the necessary adjustments have 
been “administered” with sufficient rapidity and flexibility? One must 
not conclude too perfunctorily that the time for controls is whenever 
the price level starts rising. Over a shorter period following Korea, there 
were posed some of the same problems with respect to timing that were 
present in the early forties. 

The Chinese invasion at the end of November, and the resulting 
drastic shift in military programs, materially changed the prospect. It 
became generally agreed that direct controls would be required in some 
degree to ride out the period of military build-up. With the renewed 
upsurge of anticipatory buying and prices, the question of timing de- 
clined in importance. The immediate issue became the scope of action 
to be undertaken, and, for reasons which need not be elaborated here, 
there ensued some weeks of indecision on this point. Meanwhile the 
intense public discussion and clamor over the possible imminence of 
controls led to an intensification of price rises. By the latter part of 
January the situation had reached a point where the responsible officials 
believed that the inflation could be halted only by a general price and 
wage freeze. By that time the alternative courses of action had been 
greatly narrowed from what they had been some weeks earlier. 

There is little point in arguing over the wisdom or unwisdom of that 
decision in the light of the circumstances and pressures at that time. 
However one may weigh the various influences, the fact is that the 
inflationary spiral was stopped and market psychology was sharply 
changed, and these things had to be done. But the situation as it 
actually developed during December and January should not be allowed 
to divert the attention of analysts from the question which that se- 
quence of events left unanswered: Granted that only direct control 
measures can quickly tackle this type of problem, is the broadside of a 
general freeze the only way we can stop the ravages of sharp transitory 
inflationary movements, based on sudden shifts in expectations? The 
answer in practice may too readily be influenced by undue emphasis 
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on immediate results—a per cent or two in some monthly index——rather 
than adequate attention being given to consequences over a period of 
time. In this way we could greatly confine our ability to deal effectively 
with limited emergencies basically at variance with the pattern set 
by the last war. 

II 


Developments in the year following the “general freeze” have pointed 
up some significant differences between the situation since June, 1950, 
and that in early World War II. The major unfavorable aspect, com- 
pared with the wartime period, is the difference in public psychology 
and the serious limitations which are a natural consequence. While the 
public and the Congress have seemed by and large to expect too much 
from direct controls in securing over-all stability, they are unwilling to 
support the measures by which direct controls can attempt to fulfill 
their expectations. Thus authority is limited by law and circumstance, 
adequate appropriations are not available, regulations are harder to 
administer and enforce, staff is more difficult to recruit, and group pres- 
sures can more easily force the adoption of weaker standards. A major 
symptom is the prevalence of escalation devices, which now in one form 
or another cover wage earners, manufacturers, distributors, and farm- 
ers, thus greatly reducing the proportion of the population which feels 
that it directly suffers from inflation. 

Within the limits set by these influences, however, the favorable as- 
pects of the situation have far outweighed the unfavorable. In the spring 
of 1950 we had a fairly well-balanced relationship between prices and 
incomes and a high level of resource utilization. This contrasted sharply 
with the situation in the early forties, when a substantial rise in price 
levels and incomes was needed to correct deep-seated economic mal- 
adjustments. This time—as witnessed by the transitory nature of the 
sharp inflation following Korea—we have faced the need for no such 
convulsive readjustment with the inevitable large expansion of incomes. 

The favorable initial position on the demand side has been reinforced 
by the limited size of the mobilization effort. Up to now, the pressures 
for a slow growth of incomes have been about offset by the reaction 
from anticipatory buying with its collateral rise in savings, the restrain- 
ing effect of certain material shortages on capital formation, and tax 
and credit measures. But even prospectively, the relative smallness of 
the planned military take from total output and the limited size of 
prospective deficits present by no means so serious an imbalance be- 
tween disposable income and available supplies as prevailed during 
wartime. In fact, the problem of over-all balance under present plans 
has appeared to fall within a range susceptible of handling by more 
orthodox measures if pressed vigorously. 
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The absence of surging income inflation has in turn minimized the 
number and severity of pressures bearing on direct controls. The 
limited need for shifting manpower has so far produced little serious 
pressure from this source. Pressures against price ceilings have been 
weak or nonexistent in many areas; and in the broad field of consumer 
goods—by far the most difficult to control—‘‘clear-the-market” prices 
have been the rule rather than the exception, with little or no incentive 
for upgrading and other evasive practices. The prosperity of the post- 
war years has produced a very high level of consumer stocks, and the 
future supply situation is more favorable than during World War II. 
In operations, we have had the heritage of wartime development of con- 
trol techniques to draw upon, although on the price side much of this 
advantage has been temporarily lost by attempts to enforce new and 
complex methods of reshuffling price-cost relationships. 

In this connection it might be noted that one oft-stated obstacle to 
a general freeze action has not proved insuperable in the present case. 
This is the administrative problem which results from the lags inherent 
in our price and wage structure and the ensuing squeezes which must 
be handled quickly and fairly. We moved into controls in World War 
II gradually, but even so the General Maximum Price Regulation 
caused a heavy burden of adjustments. In starting off this time with a 
quick and virtually complete freeze, it might be thought that the lag 
problems would be far more serious. Actually they have proved to be 
of quite manageable proportions. The freeze came at a time when 
prices had already risen substantially. More important was the nature 
of the inflationary movement, based as it was on psychological factors 
rather than on underlying pressure from rising incomes. Consumer 
expenditures had clearly outrun any sustainable relationship with in- 
comes and the rate of inventory accumulation had exceeded any realis- 
tic appraisal of short-run market opportunities in many areas. Once 
buying psychology changed, there followed a general relaxation in 
demand. 

While admittedly much of the time of OPS has had to be devoted to 
solving difficulties stemming from lags in the price structure, the point 
to be made here is that these should not necessarily be considered, as 
they frequently have been, a major impediment to action on a broad 
front. Techniques are available for relieving squeezes at later processing 
and distributing levels. The primary danger to guard against is the 
freezing of inadequate prices at raw material and early processing 
stages. As supply pressures mount, the necessary adjustments in these 
prices themselves involve a difficult administrative task and tend to 
bring a deluge of adjustment problems further up the line. This is a 
difficulty which has not by and large existed since February; on the 
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contrary, reaction from excessive prior increases has greatly eased the 
administrative task. 

The limited pressures on direct controls have been a symptom of a 
more basic fact: their limited role in stabilization during the past year. 
As a practical matter, whether explicitly recognized or not, there has 
been no repetition of the comprehensive, so-called “hold-the-line” pro- 
gram of World War II. Whatever administrative intentions or efforts 
may have been, the political situation has not permitted, nor has the 
economic situation required, direct controls to undertake this immense 
task. Nevertheless, in terms of strategy and public expectations, we are 
still beset by an “all or nothing” attitude on these matters, with the 
“all” being impossible as a practical matter and the “nothing” repre- 
senting in the present outlook a serious threat to economic stability. 


Ill 


The economic lull of the past year has made it, as yet, unnecessary 
to face up to the full implications of the different position of direct 
controls compared with World War II. While the general freeze gave 
an abrupt decision on the precise manner and timing in which controls 
were undertaken, the basic policy issues remained undecided. They 
were, first, the appropriate continuing scope of control, and thereafter 
the tightness of the standards governing adjustments. To the first 
question, the general freeze provided only a very temporary and tenta- 
tive answer, which the abatement of inflationary pressure has largely 
left unchallenged; and, as the situation has actually developed since 
February, the control agencies have only recently been forced by events 
to face up directly to the latter question. Neither question should be 
approached without first arriving at some conclusions with respect to 
te functions which direct controls should be designed to serve in the 
existing economic picture. 

In World War II direct stabilization controls were the main founda- 
tion of what has been called the “disequilibrium system.” Under that 
system we supported, with remarkably little effect on prices, a growth 
in money incomes far in excess of the available supply of goods and 
services. In the postwar years we paid the piper for this accumulation 
of excess purchasing power, but the payment was far less than if events 
had been allowed to take their course—in addition to the impossibility 
of running a total war when events are allowed to take their course. 

In the past eighteen months we have witnessed a surprising popular 
nostalgia for the immediate results of this system—without, however, 
a comparable recollection of the full scope of the controls framework 
which was involved. General price and wage stabilization measures 
were only the beginning. They were backed up by such major elements 
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as: the rationing of many consumer goods, particularly foods; the use 
of subsidies on a large scale, particularly to hold consumer food costs; 
a no-strike pledge on the part of labor; a widespread system of pro- 
duction and distribution controls other than consumer rationing; an 
effective influence or control over imports and their prices; a willing- 
ness of people to accumulate large liquid assets; and a very elaborate 
organizational setup extending down to the local level. These were all 
required tools for implementing a hold-the-line policy, in particular 
with respect te living costs and wages. Even with them in operation, the 
system creaked in important places despite our involvement in war. 

The widespread implications of pursuing a hold-the-line policy 
through direct controls are generally overlooked. It would seem to me 
that we can glean little from developments over the past year which 
would indicate that a program of the necessary scope is either prac- 
ticable or desirable today. If we accept this conclusion, then we must 
accept the corollary: direct controls cannot promise stable prices in the 
face of rising income pressure. We cannot have stability through a 
“disequilibrium system” without a tight lid to force the abnormal ac- 
cumulation of liquid assets. This we do not have. Although the present 
and prospective inflationary forces are far less than during the war, the 
limited facilities of the control programs would be quickly challenged 
by the emergence of any real pressure at the consumer level. 

This is a serious matter in the administration of direct controls. 
‘Holding the line” was the anchor to which policies and operations were 
tied in resisting the buffeting of economic and political pressures; as a 
goal, it determined the nature and scope of programs undertaken, es- 
pecially in the difficult area of consumer goods. When direct controls 
are relegated to the status of one among several main supports for 
stabilization and are based on more limited functions, the conceptual 
and policy problems become difficult and new and largely unexplored. 
What become the objectives and role of direct controls in their lesser ca- 
pacity? 

An initial effort to explore the role of direct controls in a mobilization 
economy was undertaken by Professor J. K. Galbraith in his article, 
“Strategy of Direct Control in Economic Mobilization” (Review of 
Economics and Statistics, February, 1951, pages 12-17) about a year 
ago. With most of what he said I am heartily in agreement. However, 
while pointing out correctly that the interaction of wages and prices 
is the critical factor in an inflationary process, he expressed the view 
that preventing this wage-price cycle was the principal function of 
direct controls, that only they could securely do this, and that the ex- 
tent of controls should be governed by what is required to prevent this 
interaction. 
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This approach seems to provide very little if any guidance in defining 
the appropriate scope or nature of direct controls in any given situation. 
It is dubious that the wage-price cycle is separable, either as a process 
or as a cause and effect relationship, from other inflationary influences. 
The role of direct controls can scarcely be defined in these terms unless 
one is talking of the full-blown system of World War II, in which case 
the definition is too narrow. Unfortunately, to a large extent, the prices 
which govern the need for wage increases are on commodities which it 
is most difficult to control and whose cost position cannot be directly 
protected by the wage restraints themselves. This is predominantly true 
of farm and food products, and the economy is now particularly vul- 
nerable to the repercussions of unfavorable crops. To view direct con- 
trols as “a device primarily for halting the wage-price cycle” exagger- 
ates what in fact they can do under present conditions. The problems in 
preventing a wage-price spiral quickly spread to encompass the whole 
range of problems involved in preventing inflation. 

If the function of direct controls is to be anything less than preserv- 
ing a stable general price level in the face of over-all excess demand, 
then I suggest that their appropriate role should be determined pri- 
marily in relation to the nature of the demand situation in different 
commodity or manpower areas, with market structure being an im- 
portant secondary consideration for price control and pattern-setting 
characteristics for wage control. 

Briefly stated, this would mean that price controls make their 
primary contribution in those areas where shortages exist and demand 
is inelastic to income; and that they should be modified or extended 
according to the characteristics of particular commodities—mainly the 
degree to which prices are administered rather than determined in a 
free market. Actually, there is considerable correlation between these 
two factors; but where one exists and not the other, the relative weight 
given to them might be based on the stage of production and distribu- 
tion. The nature of the demand situation should govern at earlier stages 
and market structure at later stages, with the availability of voluntary 
or mandatory allocation measures being a highly important considera- 
tion. Beyond these limits, it should be emphasized, it may be necessary 
or desirable for various reasons to maintain the framework of an elastic 
control system. 

Applying these guides at the present time, it would appear that the 
major emphasis of price controls should be placed on materials, basic 
industries, and important manufacturing processes, together with the 
prices of those consumer goods and services subject to administered 
pricing. In this area are concentrated to a considerable degree the com- 
peting demands of defense production, investment, and consumer 
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supplies. There now exist, and are likely to spread, market shortages 
which are not responsive to moderate changes in price. An extreme case 
in point is scrap metals, where OPS has made one of its most important 
contributions; excessive demand for these commodities would not be 
appreciably curtailed even by very large price increases. In wage policy, 
the emphasis should be on keeping the organized wage leaders within 
the limits of appropriate wage adjustments. The high degree of organ- 
ization or growing manpower stringencies in particular fields place 
such groups more and more in the same position as those businessmen 
whose selling prices are not appreciably restrained by market pressure. 

It must be admitted that this general approach to controls does not 
directly answer the dilemma presented by many food prices, with their 
important repercussions on wage trends. This is a subject all to itself. 
I would only point out that to rely on price control for a popular solu- 
tion price-wise to this complex of problems involves the risk of requir- 
ing the full gamut of a control system. 

Some of the alleged harmful aspects of direct controls are much re- 
duced when the controls are primarily directed at situations of partial 
disequilibrium, and the complex task of damming up consumer demand 
generally is not attempted. Most important is the minimizing of any 
emergence of so-called “suppressed inflation” which is inherent in a 
disequilibrium system. As long as cost-price relationships are kept in 
reasonable balance, the control measures will not greatly exaggerate 
problems of suppressed inflation—at least where the shortage is tem- 
porary. We may well wind up the defense period with backlogs of 
demand, which may or may not prove to have undesirable conse- 
quences. But some backlog is an inevitable result of material shortages 
and the consequent accumulation of purchasing power for specified 
purposes. Furthermore, in many of the areas under consideration, the 
allocative functions of price are either unimportant for the short run 
or positively harmful, and price control in the guise of administered 
pricing is the customary form of doing business. The effect of higher 
prices in encouraging the use or development of substitutes is in most 
cases not as satisfactory as the compulsion of the shortages themselves. 
Finally, the administrative job is cut down to a size which is more 
nearly manageable under present conditions. 

The view that direct controls have a limited role does not mean that 
they are unimportant during the present defense effort. It is my belief 
that direct controls have been essential during the last year and may 
become even more so in the period ahead. Controls have prevented and 
are now preventing substantial increases throughout many major com- 
modity fields—a fact which is frequently overlooked in the attention 
given to the soft-goods recession. The seeds of inflation are as much 
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present in the partial disequilibrium situations which now characterize 
important areas of our economy as they would be in a more general 
imbalance of total money incomes and supplies. Moreover, indirect 
measures cannot handle these specific problems. They cannot effectively 
deal with the roots of inflation at critical pressure points, unless one 
thinks they should and could be pushed to the point of forcing sub- 
stantial unemployment. 


IV 

Even assuming firm technical agreement on the appropriate role for 
direct controls in the present circumstances, the harder part of the job 
would still remain: that of fitting the desired policy into the political 
context. There is a widespread view that we could stop all this inflation- 
ary nonsense if the government would just freeze all prices and wages 
and then keep them frozen and that the heart of the problem is politics 
or poor administration or bad legislation. The same naiveté which leads 
to superficial conclusions of this sort would make it difficult indeed to 
obtain any broad understanding of a more limited role for direct con- 
trols in the total stabilization program, and thus to secure and maintain 
public support for the necessary measures applying in large degree to 
commodities with which the consumer or wage earner is not directly 
concerned. 

For obvious and natural reasons, the general public is primarily 
interested in direct controls only insofar as they purport to guarantee 
stability in living costs. Direct controls which undertake something less 
than this assignment are scarcely apt to evoke the wholehearted en- 
thusiasm of the average consumer, who is interested in beefsteak and 
not in steel scrap. I believe reasonable stability can in fact be main- 
tained, but only through a complex of unpalatable policies, one result of 
which is to prevent the average consumer from arriving at that com- 
fortable position of having substantially more cash than he needs to 
support his normal consumption. As the course of events during 1951 
indicated, there seems to be a high degree of inverse correlation between 
the success of these policies and the ardor of public support for es- 
sential elements of the total program. With a letdown in the latter, the 
pressure groups always stand ready to take over. This problem was 
apparent in the recent Congressional session, and it is here today in 
connection with the development of standards for determining per- 
missible price and wage adjustments. 

It may be superficially assumed that a limited role for price control 
means easy price control—one frequent description being “flexible,” a 
concept which often conceals the desire for no control. Within the areas 
affected, I think that direct controls may prove to be fully as difficult 
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an operation as during World War IL. Effectiveness in the fields where 
pressures are great will require pricing standards to force some absorp- 
tion of cost increases. The debatable point in my view is not the need 
for a measure of absorption but the limits to it over a period of time. 
These limitations must be sufficiently generous to avoid sharp un- 
favorable distortions in cost-price relationships, but in the absence of 
standards requiring some absorption, more serious distortions will tend 
to occur in the other direction and the economy will be subject to 
constant cost and price changes. The important standards of OPA were 
not really put to any major test until after the war, because volume 
growth and the high rate of profitability during the war, compared with 
the prewar period, minimized the pressure for relief. For the hard pull 
ahead, it is not likely that OPS will be in any such fortunate position. 
On the wage stabilization side, the problem will be perhaps even more 
difficult; effective restraint must be maintained in those areas and over 
those groups where it is in fact hardest to maintain. 

Furthermore, the limited role of direct controls obviously has the 
effect of placing much greater reliance, even in the short run, on so- 
called “indirect” measures to maintain stability in important cost-of- 
living areas, by keeping expenditures in close balance with supply at 
current prices. Such measures have always been politically difficult to 
pursue with adequate vigor. In the present context, the difficulty is not 
only one of attaining appropriate monetary and fiscal policies but also 
one of temporarily but drastically restricting the less essential forms of 
capital formation. It might be noted that the stabilization program has 
been getting an assist from material shortages which are restraining 
somewhat the incipient boom in public and private investment. One 
might say, symbolically, that the limited supply of structural steel has 
by accident been an important factor in the stabilization program. But 
unless restraints in these directions are more vigorous, not only may 
general inflationary pressures develop, but also standards in the opera- 
tion of direct controls would have to be gradually weakened to prevent 
the growth of distortions among industries and major groups. 

Stability in these times is not consistent with the income-raising 
policies required to wring out the last ounce of output which our econ- 
omy can produce in a short period. The short-run benefits from mak- 
ing profitable the use of marginal increments of resources are far out- 
weighed by the costs over a period of years—in terms of efficiency and 
total output as well as of economic and political equilibrium. A big 
effort for a limited wartime period may be essential, but we cannot 
expect to maintain over an indefinite peacetime period the political 
and economic tension necessary to support such an effort with its col- 
lateral structure of controls. Thus a result of effective stabilization 
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will be to keep demand below that comfortable point where every 
product, no matter how poor, can be sold; where the full capacity of 
every plant, no matter how inefficient, can be profitably used; and 
where every potential member of the labor force, no matter how unpro- 
ductive, can readily find well-paid employment. Direct controls cannot 
substitute for this competitive pressure in maintaining over-all balance 
under present circumstances. 

In any event, we cannot and should not plan on direct price and wage 
controls being long sustained, and this emphasizes the importance of 
using them for the right purposes when they are needed. There is a real 
danger that in future emergencies people will be misled by the experi- 
ence of the last year—as to some extent they may have been by their 
memories of the last war. Broad action may be hastily forced when 
quite different measures may be called for, and disillusionment may 
lead to premature collapse. Over the years, the military authorities 
have frequently been criticized for generally planning or starting to fight 
the last war over again. On the civilian side, the danger is no less 
present of, in effect, rolling out the intercontinental bombers when 
the need is for a good tactical force. 


| 
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DISCUSSION 


Atsert G. Hart: Woodlief Thomas’ paper is a fascinating review of what 
has been done against inflation in the monetary-fiscal field. As normally hap- 
pens with assigned discussions, mine will deal chiefly with points of difference. 
I hope I will not seem lacking in appreciation of an excellent job. 

The check to inflation in 1951, as Mr. Thomas rightly stresses, testifies to 
the potency of monetary-fiscal measures. The large excess of Treasury cash 
income in early 1951 meant a sharp pinch on disposable income. Seasonally 
unadjusted income and product figures show consumer expenditure for the 
January-March quarter of 1951 about equal to that of July-September, 1950, 
and disposable income over 2 billion dollars lower, though total personal 
income earned was 3.5 billion higher. Saving for the quarter was close to zero. 
Federal Reserve survey materials and SEC liquid savings estimates show that 
many households had stripped their cash holdings in 1950, and credit restric- 
tions reduced the proportion who could outspend income except by drawing 
on liquid assets. 

The fact that inflation did not regain its momentum later in 1951, after 
revenue had passed its seasonal peak and Treasury cash outgo had far out- 
paced cash income, is also partly a monetary-fiscal matter. Credit expansion 
has been perceptibly smaller than in 1950. On the other hand, the threatened 
deficit has become a reality; and if strong credit expansion with a balanced 
cash budget could inflate us in 1950, a mild credit expansion with a substantial 
cash deficit would seem capable of inflating us in 1951. 

A good part of the explanation must lie in the field of direct controls. I 
find it hard to believe that our present jerry-built control structure could 
repress inflation if there was a very large inflationary gap. But paradoxically 
enough, the controls we did not yet have seem to have been a powerful infla- 
tionary factor in 1950. There was a general conviction that price and wage 
controls were coming; the political and administrative feasibility of rollbacks 
was doubtful, to put it mildly. Hence it was an easy calculation that it was a 
good idea for each union to get its wages up and for each seller to get his 
prices up before control set in. With costs and prices rising steeply, it was 
also an easy calculation that stocking up with goods was safe and failure 
to stock up might be disastrous. So the expectation of price control generated 
a powerful cost-push and threw in an overload of demand for goods to expand 
inventory. In 1951, there were no such special incentives to take inflationary 
action, and the aftereffects of the previous inventory accumulation were 
sobering. 

Another reasonable way to interpret our experience is that in 1951 the 
inflation bumped heads with a cyclical downswing, and the result was a stand- 
off. In part, this overlaps with the direct-control interpretation, which implies 
an artificially sharpened inventory cycle. On the other hand, the falling off of 
demand for consumer durables (despite easing of credit controls in this field 
in the summer, and despite rising levels of disposable income) suggests that 


302 AMERICAN ECONOMIC ASSOCIATION 


we may be looking at something more fundamental than an inventory cycle. 
We have to ask ourselves whether the stagnationists may not be right about 
the strength of the propensity to save after postwar backlogs have been 
worked off. If the combination of a deficit and a moderate credit expansion 
is noninflationary under present conditions, what will be the situation if 
presently we complete our expansion of defense plant, cease to build houses 
much faster than we form families, and so forth? We may need a deficit to 
keep equilibrium even if military spending levels off at or above present 
rates. At the very least, we must reckon that future inventory fluctuations 
may be capable of creating more unemployment than in 1949. We do not 
seem likely to have a strong enough chronic excess of demand to guarantee 
against such recessions. 

Turning to monetary policy, which at present is my focus of interest, I 
agree with Mr. Thomas that the slowing of expansion in bank credit is en- 
couraging. But we should not be complacent about policy in this area so long 
as bank reserves are easy. Several times this year, we have seen bank borrow- 
ings shoot up and then sag off again. When we see them hold somewhere in 
the neighborhood of 1 billion dollars, we will be able to infer that the Federal 
Reserve authorities are really trying to check credit expansion and that debt 
management is not frustrating their efforts. 

On debt management, I am still less complacent. A fair minimum standard 
is that debt management should not condemn us to easy bank reserves through 
thick and thin. Even by this minimum standard, we have not done too well 
through 1951, since banks have been in a reserve position admitting expan- 
sion most of the time. With a Treasury cash deficit and heavy refundings in 
sight for the next few years, it will take a considerably stiffer debt-manage- 
ment policy to meet this minimum standard. 

Going beyond this minimum standard, what we really want of debt policy 
in an inflation is a substantial damping effect on consumer and business 
spending. Here we have gained ground on the side of marketable securities— 
“freezing in” many holders by opening a perspective of gain (that is, recov- 
ery of paper losses that would have to be realized if bonds were sold now) 
from holding till the bonds mature or their prices recover. The exchange 
of marketable bonds for nonmarketable investment bonds and the passing of 
call dates on bonds that approach maturity also erect some barriers against 
spending. 

But experience has condemned the view (to which Mr. Thomas seems 
still to adhere) that spending can be discouraged by selling people securities 
whose primary attraction is liquidity. It was plausible once to argue that the 
reassurance of liquidity would sell bonds and that holders would then treat 
the bonds as permanent assets. Unfortunately, the record is that increasingly 
people do take advantage of liquidity to reverse their savings decisions, and 
that negative savers are a major source of spending (partially on durables). 
The half-life of Series E bonds, which for wartime issues was roughly six 
years even for the $25 denomination, seems to be approaching two years 
for all denominations below $500. It strikes me we should at least experiment 
with the salability of bonds where somewhat higher interest buys a reduc- 
tion of liquidity (as it does with the 23; per cent investment bonds). Some 
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increase of maturity value on savings bonds, for example, might make it 
well worth while for buyers to prolong the initial period where bonds are 
not cashable to as much as two or three years. Another possibility is to reverse 
the rule against using savings bonds as loan collateral and encourage short- 
term amortized loans which holders would repay from income, as an alterna- 
tive to redemption. 

Debt management is one of the most promising fields, at the moment, for 
social invention. To devise new types of securities that can genuinely suit 
the needs of investors without encouraging them to cash in at inflationary 
moments is one of the most useful jobs for economists in the next year or two. 


RicHArRD B. HerLeBower: The major problem of inflation control is that 
of when to do what. We have some fairly definitive ideas on economic con- 
trols for a full-blown war or, on the other hand, for a business boom. For a 
cold war, however, neither our experience nor anticipatory thinking provides 
guides. That what ought and can be done in periods such as the present 
differs substantially from the World War II experience, Mr. Johnson indi- 
cates effectively. He does not, however, point to the handicaps imposed by 
the uncertainty of diplomatic and military developments and their accom- 
panying effects on expectations and government budgets. This problem would 
be simplified, of course, were it feasible to err toward tightness in controls; 
that is, to set up controls such that, if inflationary forces do not prove to 
be greater than expected, substantial unemployment would occur. But lack- 
ing the sacrificial mood of outright war, this is not politically feasible. So 
administrative decisions tend not to be anticipatory because, among other 
reasons, their legislative authorization would be altered. 

All of this was admirably illustrated in the fall of 1950. I am assuming, 
as I think both speakers do tacitly, that the first upsurge of prices in the 
summer of that year had to be accepted as inevitable. It could not have been 
averted by the most feasible tightening of credit. And in my judgment the 
only proper direct controls would have been those directed at anticipatory 
buying of and rate of use of industrial raw materials. But the following 
calm during the fall was the testing period. There was time for a tax bill to 
be passed and collections started. General and specific credit restraints could 
be imposed. The administrative machinery for and the appropriate regula- 
tions of a direct control program could be worked out and, if necessary, put 
into operation. 

With the exception of the delay in tightening general credit conditions, 
the legislation passed, and the administrative steps taken were adequate for 
the problem as then visualized. An increase in the federal budget equal to 
only about 6 per cent of GNP was planned. Doubtless uses of certain materials 
would have had to be further curtailed in the following quarters. Likewise 
the issue would have had to be faced as to whether more drastic direct con- 
trols over the mounting private capital formation would become necessary. 
But comprehensive or even any wide use of selective price controls was not 
called for; the amount of added price rise would have been less bad than 
would have general interference with the price mechanism. 

The difficulty, as we look back, was the visualization of the problem. The 
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Chinese were not co-operative, and an incident became not merely a localized 
war but a world-wide preparation for the possibility of general war. Neither 
the fiscal program, nor the general credit restraints, nor the structure and 
machinery for administration of direct controls was prepared for this junc- 
ture. Consequently, precautionary private spending was not inhibited. 

From this fact come two questions. Should more drastic action and more 
preparation for prompt additional actions have been taken in the preceding 
fall? Did the action taken in the fall plus that in the winter account for the 
plateau which has existed since January of 1951? 

The first of these questions amoun.s to asking, “When the diplomatic and 
military future is uncertain, in which direction should policy err?” If viewed 
solely as an economic problem, the answer would seem to be to err on the 
tight side. Such a policy creates another kind of risk: that of a substantial 
amount of unemployment in the event the military situation does not 
worsen. Whether or not that was politically feasible, I am not qualified to 
judge. Two administrative steps could have been taken which would not have 
involved that risk. One would have been the declaration of independence by 
the Federal Reserve and the adoption in 1950 of the policies put into effect 
in 1951, as described by Mr. Thomas. The easy liquidation of assets and 
credit expansion which we experienced would have been lessened but not 
stopped. The maximum feasible tightness of credit, even had not policy been 
handicapped by a decade of easy money, could not have prevented a large 
part of what happened. Precautionary moves taken when certainty of gain 
thereby is high will scarcely be inhibited by more onerous loan terms or even 
a considerable drop in the value of assets liquidated to finance those moves. 
The other step would have been more complete administrative preparation 
for the imposition of additional direct controls. 

Except for controls over use of industrial materials and over private capital 
formation, the last point might be interpreted as arguing that had adequate 
preparation been made, comprehensive direct wage and price controls should 
have been imposed in November, 1950. Looked at simply as a technical prob- 
lem in price control, freezing prices prior to the distortions of a period of 
marked advance in the average level of prices is to be recommended strongly. 
Furthermore, in areas where price ceilings could buttress and be buttressed 
by use limitations and allocations, the advantage is genuine. This actually is 
the case in the industrial materials field. For important nondurable consumer 
goods and foods, I agree with Mr. Johnson that the imposition of ceilings at 
levels well below those which would just clear the market under rising de- 
mand, if unaccompanied by formal rationing, would have led to the break- 
down of the ceilings. Here meat becomes the epitome of the problem. 

But the general freeze was imposed at the peak of the winter movement of 
prices, which leads to the question as to which control, if any, gets the credit 
for the following plateau. Doubtless the increased tax bite helped, but it fell 
far short of preventing the growth of disposable income. More onerous, but 
far from rigorous, credit terms were all to the good, but with the business 
spending rate which has occurred one can hardly judge them to have been a 
powerful restraint. Price ceilings doubtless reduced speculative expectations 
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about industrial raw materials prices. And by setting up a complicated 
machinery for price ceiling increase or avoidance, some particular prices rose 
less than they would have otherwise. Possibly their most notable effect was 
to make politically feasible that degree of restraint on wage advances which 
has occurred and the consequent limiting of the rise of incomes. But no one 
of these nor all together would have been effective had not there been a 
genuine easing of the inflationary tendency. Without offering to explain 
why this easing of inflationary tendency occurred, I suggest that the best 
single indicator of it as a fact is that neither was their a shortage of meat nor 
was there a widespread violation of ceilings. This perishable commodity with 
a high income elasticity of demand and almost zero elasticity of supply for 
periods of less than a year, is a good index of inflation. 

What have we learned about inflation controls for times such as these? 
Mr. Johnson rightly stresses, I believe, the delayed effectiveness but basic 
role of indirect controls. His proposal for direct controls calls for promptness 
in imposition, selectiveness in coverage, and a non-hold-the-line administra- 
tion, but subsidiary role for ceiling prices. The standard proposed for select- 
ing commodities to control is a combination of their income elasticity of 
demand and of the administrative feasibility of their control. This amounts in 
practice to saying that rigorous control should be limited largely to indus- 
trial materials and goods made therefrom. Prices of nonpostponable items 
in the consumer budget should not be controlled directly or, if attempted, only 
controlled loosely. Thus it seems to me that Mr. Johnson arrives about where 
Mr. Galbraith did a year ago and still faces the same quandary. 

The root of the unsolved problem lies in the movement of consumers’ in- 
comes after taxes. Given the effect of the defense effort on incomes of self- 
employed persons, on aggregate demand for labor, and on labor’s expectations 
and bargaining position, incomes will rise sharply. And given the delayed 
imposition of taxes and the failure to throw usual peacetime tax policy into 
reverse and make the structure more regressive, disposable incomes and con- 
sumer expenditures will rise also, although less sharply. Hence consumer 
goods’ prices, being demand determined in the short run, will advance before 
the indirect controls’ more tardy effects come into play. The consequent wage 
advance and their income effects and expansion of costs of the defense pro- 
gram set up the so-called “spiral.” That the spiral may revolve only once 
or at least only weekly in successive turns is possible but remains to be 
proved. 

Now this weakness of Mr. Johnson’s proposal does not support the alter- 
nate course of imposing price ceilings in the food and similar areas, buttressed 
as they would have to be by a considerable amount of rationing. Rather the 
conclusion is that we must either resign ourselves to most of that advance 
in the cost of living which the indirect controls do not check, or develop 
a different direct control program for such occasions than has been proposed 
thus far. 


AMERICAN FOREIGN AID PROGRAMS 


EUROPEAN RECOVERY AND THE PROBLEMS AHEAD 


By Ricwarp M. BIsseELL, Jr. 
Mutual Security Agency 


I. Introductory 


As the title of this paper suggests, it is intended as an essay in 
political economy rather than in pure economics or economic theory. 
This is an appropriate moment to consider what has and has not been 
accomplished in Europe in the last three years, and to speculate on 
what the future may hold. The European Recovery Program as such 
is now Officially at an end. European military expenditures are begin- 
ning to gather momentum and the problem that dominates every 
finance ministry is that of finding ways to finance them. The Tem- 
porary Council Committee of the North Atlantic Treaty Organization 
has, for the first time in the history of the alliance, formulated a rearma- 
ment program carefully devised to be within the economic capabilities 
of the members. Clearly, then, rearmament will be the determining 
economic activity for the next three years in Europe as in the United 
States. These changes in the direction of political and economic activity 
coincide with what is possibly the most serious of Britain’s three bien- 
nial postwar financial crises and with an equally serious inflationary 
crisis in France. All of these circumstances lend interest to the state of 
Europe at this time. 

Although this paper is concerned with the economic state of Europe 
now and in the near future, it contains certain views which may have 
a wider application in time and in space. It is written in the belief that 
there are lessons to be learned from current European experience which 
have quite general significance for economic policy, public and private, 
here as well as in Europe. 

Inevitably, these remarks must begin with some comment on the 
degree of recovery that was achieved in Europe up to the time when 
the impact of the post-Korean inflation began to make itself felt. Next 
I want to discuss briefly the nature of the renewed inflation in Europe. 
Thereafter I will comment on the problem of the next three years. 
This leads to the final topic: a brief inquiry into the underlying weak- 
nesses in the European economies, or, more properly, in the fabric of 
European society which seem to have revealed themselves repeatedly 
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since the war and which present the really serious economic problems 
for the future of Europe. 


II. Recovery 1948 to Mid-1950 


The progress of European recovery has been anything but steady 
since the dreadful winter of 1946-47. It moved forward rapidly in 1948 
and the very beginning of 1949, but the very mild U.S. recession in the 
summer of 1949 set Europe back sharply. The indexes of production 
were stagnant or declining in most of Europe during that summer. It 
looked as if what was originally conceived as a largely physical task of 
expanding agricultural and industrial production had already, at a much 
earlier stage than anticipated, encountered the problem of inadequate 
markets for the output that could be produced. The setback was cli- 
maxed by the devaluation of sterling in September and the devaluations 
of practically all other European currencies that followed immediately 
in its wake. 

As was expected by many of us at the time, however, this event 
proved to be itself a major forward step toward recovery. The placing 
of realistic values, or possibly the undervaluing, of the principal Euro- 
pean currencies, aided by the sharp recovery of demand in the U:S. 
after our own inventory recession, stimulated another major advance in 
Europe. By the middle of 1950, the result was an amazing degree of 
recovery accomplished and an extraordinary appearance of economic 
good health in Europe. 

This rather perfunctory summary would be a sufficient account of 
the whole pre-Korean phase were it not for the question that has been 
most insistently asked in the light of subsequent experience: whether 
this recovery was in fact sound and well based or purely superficial 
and temporary. The question is certainly a legitimate one, but it cannot 
be answered simply in terms of the “soundness” or “unsoundness”’ of the 
recovery that had been achieved. The real answer, in my view, is that 
the recovery was thoroughly sound but that a number of fundamental 
elements of weakness remained in Europe—weaknesses having little 
to do with the state of recovery—and that these elements of weakness 
account for the rapidity with which Europe succumbed again to infla- 
tion. In other words, the patient was well and thoroughly cured of one 
attack of the disease but had acquired no immunity to it. 

These general remarks require some elaboration. To begin with, 
what were the solid elements in Europe’s economic situation as of 
mid-1950? The great achievement of the preceding two years had been 
the rapid expansion of European production. Industrial production by 
mid-1950 was between 25 and 30 per cent above prewar and agricul- 
tural production was already a few per cent higher. Even including the 
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low level of output in postwar Germany, steel production amounted to al- 
most 110 per cent of prewar output. If the figures for Germany are ex- 
cluded from the comparison, steel output was almost 50 per cent greater 
than the prewar level. Europe’s output of electric power was nearly 70 
per cent greater than prewar. Europe’s production of principal agricul- 
tural commodities had reached or exceeded prewar levels in all cases ex- 
cept that of meat. Not only had current output increased to well above 
prewar but the rate of investment in productive plant and equipment was 
huge—both absolutely and as a proportion of gross national product. 
To a large but unmeasurable extent, of course, this investment was 
serving merely to make up for the arrears of the war years as well as 
to finance actual physical reconstruction. Nevertheless, in steel, coal, 
electric utilities, and petroleum, and chemicals there was in process a 
major expansion of Europe’s industrial base. 

The record of the expansion of production is both impressive and 
incontestable. It is often argued, however, by those who characterize 
the recovery in Europe as superficial that Europe’s economic diffi- 
culties since the war have been fundamentally financial rather than 
physical in origin, and that the great failure of the European Recovery 
Program was the failure of the Europeans effectively to curb inflation 
and put their financial house in order. The first of these propositions 
contains a large element of truth. 

The second of the two propositions is, however, contradicted by 
almost all the available evidence. By mid-1950, inflation had been 
curbed and confidence in the value of money was beginning to return 
in most of the countries of Western Europe. Wholesale prices leveled 
off in the first half of 1950 after quite a.modest increase following the 
devaluations, and were, in most cases, about at the level of 1948 after 
having fallen lower (expressed in terms of European currencies) during 
the preceding year. The cost of living was generally stable; in Ger- 
many, Italy, and Belgium it was below the 1948 level; elsewhere it was 
about at that level or very slightly higher. In almost all of Europe, 
real wages had shown some improvement over the two-year period. 
Only in the United Kingdom were wholesale prices and the cost of 
living climbing rather steadily during the first half of 1950, and there 
the price movement was due almost exclusively to the rise in cost of 
industrial raw materials which, in turn, was one of the inevitable conse- 
quences of the devaluation. Indeed, in view of the magnitude of the 
devaluations and the strength of demand in the United States, the 
stability of prices in Europe was quite remarkable and gives strong 
support to the view that inflation had been curbed. 

There is, however, other evidence as well. Almost all the governments 
of Europe (Greece and Austria were two notable exceptions) had 
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made marked progress toward balanced, or at least noninflationary, 
budgets. (Of course, in the North European countries—the United 
Kingdom, the Netherlands, and Norway—the inflationary impulse of 
the postwar years had been generated by a high rate of investment, 
much ‘of it private investment, rather than by inflationary government 
budgets.) Among the larger countries, France was the one exception. 
But even there, great strides had been made and, ironically enough, 
somewhat later, in the last quarter of 1950 and the first quarter of 1951 
when the new inflation was in full swing, the French budget was in a 
healthier position than it has been at any time since the war. In brief, 
then, as of mid-1950 the record of recovery was as impressive on the 
financial side as it was when measured in terms of production. 

There is a third and final dimension which must be mentioned. The 
most dramatic evidence of Europe’s economic weakness in 1947 was 
the enormous deficit in its international accounts, coupled with the 
general disturbance of trade within Europe. And by mid-1950 the re- 
covery in Europe’s trading position was as dramatic as its recovery in 
finance. In 1947, the deficit in Europe’s international account that had 
to be settled in dollars was of the order of magnitude of 6 billion dollars. 
In the second quarter of 1950, the increase in Europe’s monetary re- 
serves was only 100 million dollars less than total payments of Euro- 
pean Recovery Program funds to.the European countries. Superficially, 
the deficit was reduced to an annual rate of less than half a billion dol- 
lars. This figure is misleading, because it still reflects to a quite unmeas- 
urable extent the return of capital into the sterling area which added 
over a billion dollars to British reserves in the first nine months after de- 
valuation. Even excluding Britain, however, the deficit was running at a 
rate of only a little over 1 billion a year and was showing very marked 
improvement in the cases of all the major countries. By mid-1950, mer- 
chandise exports to the rest of the world were running some 30 per cent 
above 1938 volume, while the physical volume of imports was running 
some 5 to 10 per cent lower. Given 1938 prices, Europe would have had 
merchandise trade deficit with the rest of the world of less than 1 
billion dollars in 1950, and probably its payments on current account 
would have been nearly in balance. 

It should be noted that this development occurred before the Korean 
war. In the months immediately succeeding the outbreak of war, 
Europe’s trading position temporarily improved very much more. Dur- 
ing the fall of 1950, European exports to the United States rose dra- 
matically during the period of sharp inflation here. There is little 
doubt that during the third and fourth quarters of 1950, the deficit in 
the international accounts of the European countries was running at 
only a few hundred million a year, even eliminating the continued 
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capital flow into the sterling area, and this remaining deficit was largely 
accounted for by Greece and Austria. Although, therefore, the problem 
of balancing the international accounts of the United States with the 
rest of the world was by no means solved and although several of the 
countries of Europe were still in so weakened a condition that they 
could not hope to pay their own way in the near future, the dollar gap 
was largely closed after two years of the European Recovery Program. 


III. Renewed Inflation in 1950-51 


Even though it can be said that the patient had largely recovered 
from the disease by the outbreak of the Korean war, it has to be 
conceded that there has been a serious relapse since. There have been 
further and sizable gains in industrial production—most dramatically 
in Germany but spread across practically every country of Western 
Europe. But at the same time, many of the previous gains on the finan- 
cial and trade fronts have been lost. Europe has been swept by a new 
wave of inflation and the deficit in its international accounts is again 
running at a rate far in excess of 2 billion dollars annually. 

The initiating cause of the new inflation in Europe was not European 
rearmament nor even United States rearmament, but rather the in- 
ventory and private investment boom that occurred in the United 
States beginning very soon after Korea and running into January and 
February of 1951. The principal lever by which this impulse acted on 
the European economies was that of sharp increases in food and raw 
materials prices coupled with a scramble for supplies of these com- 
modities. Another lever through which our own boom affected Europe 
was the very sharp increase in the demand for European exports, both 
here and elsewhere in the world. Although this external impulse acting 
on the European countries was undoubtedly the decisive initiating 
cause, it seems to have been reinforced by increases in the rate of 
private investment in Europe which were more modest than those that 
occurred in the United States but essentially similar in motivation. 

These first causes had results that differed widely as between the 
several European countries. Almost everywhere both wholesale prices 
and the cost of living now stand higher relative to mid-1950 than in the 
United States. Switzerland is an exception on both accounts; Italy ap- 
pears to be with respect to wholesale prices, and Germany with respect 
to the cost of living. Nevertheless, the divergencies between countries 
are wide. In Germany, Italy, and Belgium the price increases have been 
moderate and the inflation is well contained, even though these three 
countries, each of which had sizable unemployed resources a year ago, 
have experienced rapid, sizable increases in industrial production. The 
Netherlands is something of a mixed case. There, although the prices 
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have increased somewhat more than in the three countries just men- 
tioned, the government has been highly successful in using both fiscal 
and credit policy to forestall any induced domestic increase in spend- 
ing. The Netherlands, therefore, may be added to the list of countries 
in which inflation is being contained. Going to the other extreme, these 
inflationary forces have produced the sharpest effect in France and 
Britain. In the case of France, this appears in the form of a 20 per cent 
increase in the cost of living in one year and over a 35 per cent rise in 
wholesale prices. In Britain the cost of living has shown only a moderate 
increase but wholesale prices have gone up almost as much as in 
France. And it is difficult to see how further sizable increases in the 
cost of living can be avoided there, even if commodity prices continue 
stable or drop further below their peaks of last winter and spring. 
Perhaps the most important distinction between France and Britain, 
on the one hand, and most of the other countries of Western Europe, 
on the other, is that in these two, the upward and mutually reinforcing 
movements of retail prices and wages seem to have gathered mo- 
mentum and not to have received any check. 

The post-Korean inflationary impulse halted the strengthening of 
the balance-of-payments position of all countries except Germany, and 
its consequences have been little short of disastrous for the United 
Kingdom and France. For a brief period (as noted above) Europe’s 
dollar position was sharply improved. The large increase in both the 
volume and value of European exports occurred during the third 
quarter of 1950. The rise in the value of imports was slower until after 
the turn of the year. Accordingly, the fourth quarter of 1950 found 
Europe’s dollar position more nearly in balance than any period since 
the war. The raw materials boom also helpéd the dollar position of the 
United Kingdom and, to a lesser extent, that of Belgium and France 
during this same period, even though the rise in raw materials prices 
was having the adverse consequences outlined above. 

By the middle of 1951, however, the European countries and their 
dependencies were spending about 50 per cent more dollars than a year 
earlier for imports of goods and services. Every country of Western 
Europe was finding it necessary not only to pay higher prices but to 
import a larger volume of goods to support rising production and rising 
incomes, though the rise in the volume of imports during the twelve 
months had been far less than that of export volume. Moreover, the 
prices of exports lagged behind those of imports, for reasons that are 
entirely familiar, and it is estimated that the net cost to Europe of 
the adverse change in its terms of trade between the first half of 1950 
and the first half of 1951 amounted to approximately 1% billion dollars 
per year. Of course, not all countries were affected alike. The dollar 
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position of Germany actually improved from mid-1950 to mid-1951, 
as a result of both larger earnings within Europe and greatly increased 
exports to the rest of the world. Belgium’s dollar position remained 
relatively comfortable as a result of similar developments. 

Much the most serious deterioration occurred in the situations of 
France and the United Kingdom. Comparing the first and third 
quarters of 1951, the French balance-of-payments deficit in dollars 
deteriorated by roughly 200 million dollars per year and the British by 
6 billions per year. In the same interval, France and Britain changed 
from being the two largest creditors in the European Payments Union 
to being the two largest debtors. The British position in the European 
Payments Union changed by some 2% billion dollars a year and the 
French by over 600 millions per year. As these remarkable magnitudes 
suggest, a renewed and large-scale outflow of capital must have played 
an important part in both cases. It should also be said that Britain has 
undertaken by far the largest program of rearmament of any of the 
European countries and France the second largest program. 


IV. The Prospects for 1952-53 


Several features of the inflationary boom in Europe that have here 
been described are already changing in a manner which defines the 
problems of the next several years. One hopeful development is that in 
all the countries of Western Europe, wholesale prices have leveled off 
since late spring. The cost of living is still rising and wage rates along 
with it; so the inflationary impulse cannot be said to have spent itself. 
Nevertheless, just as the boom in the United States and the world-wide 
increase in commodity prices generated the inflation in Europe, so the 
leveling off of demand in the United States and the drop in world com- 
modity prices are already acting as a brake on the inflation in Europe. 
As this suggests, the most powerful and single influence on the 
course of economic events in Europe in the next two years will be, as 
it usually is, the course of events here. It remains true that the most 
important single contribution the United States can make toward 
economic stability in the rest of the world is to put and keep its own 
house in order. 

If this first development is hopeful, a second must be recorded as 
less so. It is simply that the process of rearmament is beginning to take 
hold in Europe. The next few months will see a rather rapid accelera- 
tion of both cash outlays and the placement of contracts, especially on 
the Continent. And as these activities gather momentum, the European 
boom, like our own, will increasingly be sustained by expenditures for 
and in support of rearmament and to a decreasing extent by peacetime 
capital formation. In this respect, as in so many others, the experience 
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of the European countries seems likely to parallel our own, but with a 
lag of from a few months in Britain to nine months or a year in France 
and Italy, reflecting rearmament programs phased behind our own. 
The relevant question about the immediate future, then, is whether the 
countries of Western Europe can rearm on the scale now contemplated 
without further inflation, a serious deterioration of living standards, 
and an unmanageable balance-of-payments deficit. 

It would, of course, require far more space than would be appropri- 
ate in this paper to examine these questions in an authoritative fashion 
and to propose definite answers to them. Nevertheless, a few answers 
can be given briefly and with little explanation. 

The first proposition that can be stated in answer to the question 
raised above is that the European countries can certainly carry out the 
rearmament as presently planned without a dangerous decline in living 
standards or a dangerously large diversion of economic resources from 
other purposes. Even by the end of 1952 military expenditure will 
range only from 8 to 12 per cent of gross national product in the major 
European countries. The United Kingdom will be devoting the largest 
proportion of its resources to rearmament, with France probably sec- 
ond. These figures for military expenditures are not comparable with 
the same figures for the United States as a measure of the economic 
burden because the level of troop pay is so much lower in Europe. But 
there are only three countries in Europe (Britain, The Netherlands, and 
Denmark) in which it will probably be necessary to reduce per capita 
consumption (measured in constant prices) below the level prevailing 
in mid-1951 (and only in the United Kingdom does this necessity 
grow directly out of rearmament). In most of the countries of Europe 
there will be room for rising per capita consumption even if the growth 
of GNP is conservatively forecast. 

The second proposition that can be stated with reasonable certainty 
is that the European countries cannot rearm and keep their productive 
resources reasonably fully employed while also keeping their interna- 
tional accounts in balance—at least they cannot do so given the politi- 
cal conditions and, more broadly, the social climate that must be ex- 
pected to prevail. It is possible that most of the European countries 
could achieve balance in their international accounts while carrying 
forward rearmament but only if they were prepared to carry domestic 
deflationary policies to a point which would produce sizable under- 
employment of both the labor forces and other productive facilities. 
And this theoretical economic possibility must be regarded as highly 
unreal in the light of the noneconomic circumstances referred to. 

When this proposition is taken in conjunction with the statement 
that rearmament on the scale now planned will not absorb so large a 
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volume of resources as to impose a crushing burden on the European 
economies, an explanation is in order. If the Europeans can afford to 
devote some 12 to 14 billion dollars of their gross national products to 
rearmament, why it is impossible for them to devote, say, 2 billion 
more to the purpose of balancing their foreign accounts? Is the margin 
wide enough to justify the firm conclusion that this additional 2 billion 
of effort is impossible? 

The short answer is, of course, that it is not the size but the character 
of this margin that is decisive. One of the weaknesses of quantitative 
economic analysis in terms of national and international accounts 
is that it tempts the analyst to measure all activity in common quanti- 
tative terms and to ignore the problems involved in substituting one 
kind of output for another or one kind of input for another. The true 
reason that rearmament is incompatible in the short run with balanced 
international accounts is that the European countries cannot mobilize 
enough resources or produce enough output of the kind needed for 
these two competitive purposes and cannot pursue economic policies 
which would be effective in creating the financial and economic climate 
that would be required. 

In connection with the first of these points, it should be remembered 
that the character of Europe’s balance-of-payments difficulties has al- 
tered sharply since mid-1950. The phenomenon that is reflected in the 
figures is the same: the Europeans are buying more from the rest of 
the world than they are selling to it. The change that has occurred is 
that the limitations on Europe’s foreign exchange earnings are de- 
cisively less serious than eighteen months ago on the demand side and 
decisively more serious on the supply side. This does not mean, by any 
means, that all limits on the demand side can be disregarded. There are 
few if any countries in Europe that could not supply increased quanti- 
ties of soft goods to export markets if the markets would absorb them. 
It is also true that export markets would certainly take more of the 
products of the engineering industries and more steel and other semi- 
finished goods than are available. Unfortunately, the Europeans face 
the stiffest competition and, in the long run, either a shrinking or a 
very slowly expanding market for goods that are today in free supply. 
And the supply limitations are most acute on fabricated metal products 
for which world demand is unsatisfied and expanding. 

In this situation it is the shortage of steel, aluminum, and non- 
ferrous metals and the limitations of the metal fabricating industries in 
Europe, along with certain other specific supply limitations, that make 
it impossible for the European countries to balance their international 
accounts, even though several billion dollars worth of additional “‘out- 
put in general” could be diverted to this purpose without grave injury 
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to European producers and consumers. In short, it is the competition 
between exports and rearmament for particular goods and resources, 
not the competition for output in general, that makes the problem 
so intractable. 

The other side of the problem is the impossibility of creating an 
economic climate in which the theoretically possible diversion of goods 
from domestic to foreign markets and transfer of resources from home 
market to export industries could actually take place. It must be 
remembered that a very major shift of this sort would be required even 
to reduce the balance-of-payments deficit to the small size achieved 
in mid-1950. Specifically, there would be required an increase in 
exports of those goods and services that are in free supply sufficient 
to offset the decline in exports of hard goods, the deterioration in the 
terms of trade since 1950 (even after allowing for the improvement in 
the last nine months), and the sizable increase in imports that has ac- 
companied rising economic activity. 

Actually, the rise in the physical volume of exports has amounted 
to 25-30 per cent or, proportionately, three to four times as much as 
the increase in GNP measured in constant prices. What would have 
been required to prevent any enlargement of balance-of-payment 
deficits since mid-1950 was an increase in export volume twice as great 
as that actually achieved despite the simultaneous diversion into rearm- 
ment of at least all the increase in the output of hard goods and basic 
metals. It is a fact that a policy much sterner than the mere contain- 
ment of inflation and stabilization of prices would have been called for. 
And to expect that European governments would be able to assume the 
burdens of disarmament and simultaneously to engineer a drastic dis- 
inflation is to assume a much wiser and more painful course of action 
than the United States has ever imposed upon itself under similar 
circumstances. The last fifteen months have simply not been a pro- 
pitious occasion for a major expansion of exports of the goods that 
have been in free supply, even assuming that all the European govern- 
ments had been as successful as, say, the Germans and the Belgians 
have in containing inflation. 

This leads directly to the third of the questions raised above con- 
cerning the course of economic events in Europe in the immediate 
future: whether the Europeans can rearm without inflation. This is not 
a question that the economist, as such, can answer at all. Of course, it 
is possible for the European governments to avoid inflation, if this 
statement is interpreted to mean that the conventional weapons of 
fiscal and monetary control exist and that the European central bank- 
ers and finance ministers know well how to use them. To be sure, the 
economies of the European countries have developed a number of 
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structural characteristics (which will be discussed in the concluding 
section of this paper) that make the task of financial management 
enormously difficult. Nevertheless, when all is said and done, it is the 
political not the economic or technical possibility of controlling infla- 
tion that is at issue. Since any opinion expressed on this issue must 
be a hazardous guess, there is nothing to be gained by expressing it at 
length. Briefly, it is my view that inflation will be kept under reason- 
ably good control by the major European governments with the pos- 
sible exception of the French, provided no new inflationary impulse 
impinges upon Europeans from the United States. 

Without elaborating further on this political estimate, the foregoing 
discussion of Europe’s immediate prospects can be usefully summar- 
ized by a reminder as to the fundamental nature of the present prob- 
lem. As emphasized above, the sheer inadequacy of resources, even in 
relation to the heavy claims upon them, is not what makes the process 
of rearmament so difficult and painful and appears to preclude the bal- 
ancing of Europe’s international accounts. Granted that the standard 
of living is low in much of Europe and the need for investment urgent, 
most of the cost of rearmament and of self-support in trade with the 
rest of the world could be met out of the increase in output that has 
taken place in the last year and the further considerable increase that 
could be achieved under favorable circumstances. The key issue is 
whether European governments can engineer the necessary transfer of 
resources from civilian to military uses and from the home market to 
export without imposing gravely excessive strains on the fabric of 
society. Stated differently, the problem is to expand military expendi- 
tures and at the same time so curtail the domestic nonmilitary demand 
for goods and services that exports will be stimulated and inflation 
forestalled. The most that can be hoped for is success in rearming with- 
out inflation but with a continued balance-of-payments deficit. Even 
this would be a considerable accomplishment. 


V. Structural Weaknesses in the Economies of Europe 


The present situation in Europe and the economic events of the past 
several years reviewed in this paper seem to indicate that even if re- 
covery was very nearly complete by mid-1950, there was still, and 
continues to be, something very definitely wrong with the European 
economies. The symptom that springs most immediately to the eye is 
the extreme and continued susceptibility of especially the two largest 
European countries to inflation. A second symptom is the major diffi- 
culty encountered by the European governments in financing military 
programs that should not prove to be so unmanageably burdensome. 
These undeniable and persistent weaknesses result in part from the 
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war and from the changed economic circumstances that have prevailed 
since the war. They derive in part, also, from the physical structure 
of Europe’s agricultural and industrial plant and equipment, which 
requires major adaptation to meet the demands of rearmament under 
modern conditions and the changing patterns of civilian demand in 
the world as a whole. 

Over and above these more or less familiar circumstances, however, 
there may be observed in Europe certain attitudes, institutions, and 
established policies of fairly recent origin that seriously aggravate the 
continuing economic difficulties. Four such structural weaknesses and 
their policy implications form the subject of this concluding section. 
The first two are evident in those continental countries in which infla- 
tion has generally been open rather than repressed since the war. The 
latter two are more widespread. All four have implications for economic 
policy, not only in the countries in which they may be observed, but 
in the United States and generally in the modern world. 

The first that will be mentioned is the pathological sensitivity of 
the holders of cash balances to any official act, or any other event, 
which creates the expectation of a price increase.* This rather long 
phrase has several synonyms. The same characteristic can be called 
simply mistrust of the money or fear of inflation. But the fuller descrip- 
tion has the advantage that it suggests the way in which this attitude of 
mind limits the freedom of action of the fiscal and monetary authori- 
ies in the performance of their task of financial management of the 
economy. In Italy and France today the movement from money into 
goods can be detonated, not only by actual price increases, but by 
central government borrowing from the central bank beyond a con- 
ventional fixed limit, by the reduction of interest rates below a high and 
probably conventionally defined level, and by several other govern- 
mental actions which may, under appropriate circumstances, be en- 
tirely desirable. This kind of public attitude constitutes a highly un- 
stable and powerful explosive. In its presence, finance ministers and 
central bankers must tread warily. The art of financial management 
becomes in considerable measure that of outguessing public reactions 
rather than that of operating, by way of monetary and fiscal policy, 
upon the actual demand for goods and services. To put the matter in 
another and more accurate way, the repercussions of any financial de- 
cision by way of its effect upon private expectations can easily be so 
large as completely to overshadow the direct and intended effect of the 
decision. 


* The sensitivity may prove to be symmetrical, that is, holders of goods may display an 
acute anxiety to shift into cash in the face of any threat of a price decline, but there has 
been little opportunity since the war to observe the reaction to threatened deflation. 
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What this has meant can be seen most clearly in the case of Italy 
and somewhat less so in Germany and Belgium. At all times during the 
last four years there have been extensive unemployment and under- 
employment of labor and considerable unemployment of industrial 
capacity in Italy. Under these circumstances, a strong case could be 
made out for rather liberal fiscal and credit policies and for heavy 
expenditures on housing, land reclamation and irrigation, and indus- 
trial investment. With the economic assistance available from the U. S., 
the foreign exchange position would have permitted such a policy. Yet 
there have been cogent and persuasive reasons which no patriotic 
finance minister could disregard for proceeding down this road only 
with extreme caution, if at all. Despite a high elasticity of supply of 
goods and, until mid-1950, no external inflationary pressure, there 
was a real question as to whether a deliberately planned public deficit 
which would have had to have been financed by either the central bank 
or the commercial banks or tolerably low interest rates would not have 
set off a major inflation. In the face of this danger, the Italian govern- 
ment had largely lost the ability to use the weapon of fiscal policy in 
an expansionist direction. 

How this state of mind in Europe might be overcome is too large 
a subject to be considered here but the moral of the tale is surely 
apparent. It is that confidence in the currency is a necessary condition 
for the effectiveness of the indirect controls over the level of economic 
activity. If we want the U.S. economy to be regulated through fiscal and 
credit policy, then there must be.a general belief that the value of the 
currency will remain reasonably stable in the long run. Those who view 
chronic inflation and a depreciation of the value of money at the rate 
of 4 or 5 per cent a year with equanimity are usually ignoring the 
cumulative effects of long continued or oft-repeated inflation on public 
attitudes. 

A second structural characteristic of the larger continental econ- 
omies that contributes to their extreme susceptibility to inflation is a 
widespread habit of pricing which seems to be the symptom of re- 
stricted and monopolistic markets coupled with the pathologic sensi- 
tivity of expectations just discussed. The habit is revealed in the 
extremely rapid response of prices to any actual or anticipated increase 
in demand or other inflationary development. This behavior is char- 
acteristic of both wholesale and retail prices and of prices of manu- 
factured goods as well as of conventionally sensitive commodity prices. 
Of course, there are very important areas of the price structure in 
which special circumstances of one kind or another determine pricing 
policies. For one reason or another prices in practically all of these 
special areas are less volatile than most of the uncontrolled privately 
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set prices in Europe. But with due allowance for this fact, it remains 
true that an inflationary impulse is so much more rapidly translated 
into increased wholesale and retail prices in the major continental 
countries than it is in the U. S., Canada, and the United Kingdom that 
there can be said to be a major structural difference between the two 
sets of countries. Nothing has been said about the responsiveness of 
wage rates to the cost of living because there is certainly less difference 
in this respect between the two groups of countries contrasted in the 
preceding paragraph. The tendency everywhere seems to be for wages 
to be in fact rather closely tied to the cost of living as a result of politi- 
cal pressures even if not by the terms of a collective bargaining agree- 
ment. The one important feature of continental economic arrangements 
that strengthens this link between wage rates and the cost of living is 
that the level of wage rates in the continental countries is still much more 
directly determined by national decision than it is in the U. K. or, cer- 
tainly, in the U. S. 

The state of affairs here discussed (which is most clearly visible in 
France) can best be described as an extreme flexibility of prices in the 
face of any inflationary threat or pressure. Obviously, it renders the 
European countries that exhibit this trait vastly more susceptible to 
inflation. In Britain and in the United States, upward pressure on the 
price structure since the war has been felt first in the area of tradi- 
tionally and institutionally sensitive commodity prices. It has been 
the very considerable lag between rising prices of raw materials and 
those of manufactured and other processed goods that has been the 
principal stabilizing influence on the price structure. More generally, 
when any kind of upward price movement has been initiated in a 
moderately free economy it is only the lags that prevent the movement 
from becoming explosive. The role of the relatively stable prices within 
the price structure is somewhat parallel to that of financial “leakage” 
in the monetary circulation. They are the brakes that prevent an 
initial inflationary impulse from setting in motion an infinite and ex- 
plosive inflation. This is no new or profound doctrine, but the experi- 
ence of the continental countries, especially of France, since the war 
has illustrated it vividly. 

Viewing this experience, the advice one must offer a finance minister 
is that, once an inflation has started, it should be his duty not only to 
curtail demand and thus moderate the inflationary pressure itself but 
also to do everything in his power to slow down the price and wage 
increases that have been set in motion. There is no room here for 
equity. Inflation, at least in an economy without extensive unemployed 
resources, is by its very nature an inequitable means of reducing the 
real incomes, or command over real resources, of certain elements in 
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the community in favor of others. Even the kind of price inflation that 
occasionally takes place in the presence of intensive unemployment 
(as for instance in the United States in 1936 and 1937) involves large 
transfers of real income within the society which follow no principle 
of equity. 

Once the public authorities have failed to prevent and have not yet 
succeeded in halting such an inequitable shift of real incomes, what- 
ever its form, their duty should be not to try to give relief to the injured 
parties but rather to induce them to submit to the deprivation of real 
income as long as possible. It is natural for each group to seek to 
preserve its own position by passing on any increase in the prices of 
what it buys. But whether they dare say it or not, public officials should 
realize that equity will never be achieved by encouraging prices to 
chase one another. Moreover, the view that, somehow, as prices in gen- 
eral go up a new equilibrium between aggregate supply and aggregate 
demand will rapidly be established, should be recognized by economists 
as a fallacy. At least in a period of buoyant demand, practically every 
price increase generates an increase in income and thus an increase in 
demand. The stickiness of certain prices in the short run dampens 
down not only rises in production costs and in the cost of living during 
an inflation but also rises in incomes and is, therefore, a powerful 
dampener on inflation. 

The implications for policy of the unfortunate experience with price 
flexibility in Europe are not entirely clear. Flexibility of prices is cer- 
tainly desirable if one can count on a reasonable degree of general 
financial and economic stability. But given either chronic inflationary 
pressure or wide fluctuations in the level of aggregate demand, that is, 
given an inability to keep inflationary and deflationary pressures 
within pretty narrow limits (by skillful fiscal and credit policies), 
sticky prices may prove to be a crude stabilizing influence which is 
better than none. The further fact that in most of the Western nations 
wages and many other prices are flexible only in an upward direction 
and that many price changes precede rather than respond to changes 
in supply or demand, strengthens the case against such extreme fluidity 
in the price structure. 

A third structural weakness apparent in all important European 
countries is the enormous overburden that has been placed upon their 
fiscal machinery by the developments of the last ten years. It scarcely 
need be pointed out that this characteristic, like the others, has a direct 
relevance to policy. 

No attempt will be made here to set forth, country by country, the 
facts as to the tax burden. But the basic fact is clear enough: with the 
exceptions of Italy, Greece, and Portugal, total tax revenues are a con- 
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siderably larger proportion of national income in the countries of 
Centrai and Western Europe than in the United States. In the United 
Kingdom, where it is the highest, the proportion is of the order of 
40 per cent. But it is over 25 per cent in most of Europe; after the 
United Kingdom, France has one of the highest. These comparisons 
probably leave something to be desired as to the comparability of the 
figures, but an effort has been made to compile figures which are com- 
parable as to their definitions and which, in every case, include taxes 
levied at all levels of government. 

To understand the phenomena more clearly, one must turn to the 
expenditure side of the budget. Without detailed analysis, it is possible 
to lift the main categories of expenditure that have necessitated such 
relatively enormous tax revenues and that are, therefore, responsible 
for the overloading of the fiscal machinery. By and large, in Europe as 
here, the cost of carrying on the ordinary functions of government has 
not been excessive and, until the last twelve months, military expendi- 
tures have at any rate not been crushing in size. The items that prin- 
cipally account for swollen budgets are transfer payments to finance 
various social services, consumers’ and in some case producers’ sub- 
sidies, and the very large volume of reconstruction and other invest- 
ment that has been financed through public budgets. In France—and 
possibly in Germany—a fourth item that must be added is the deficits 
of public enterprises. The third of these items is in a special category 
because it is closely related to the weakness or nonexistence of the 
domestic capital markets in Europe. It will be discussed below in con- 
nection with the last of the four structural characteristics to be con- 
sidered in this paper. 

What is left, then, as the main element of the phenomenon here 
under discussion is the large-scale use of the fiscal machinery to finance 
social benefit payments, subsidies, and other direct transfers of current 
income. In short, it is not government purchases of goods and services 
that have overloaded the fiscal machinery but its use to transfer income 
from the well to the sick, from those with no families to those with chil- 
dren, from those of working age to the young or the old, from the 
community as a whole to the consumers of subsidized imports (certain 
foods in Britain, coal in France), and to some extent from the rich to 
the poor. This last type of transfer should not be given exaggerated 
importance because, quantitatively, transfers between income groups 
are a surprisingly small part of the total. The really massive transfers, 
especially on the Continent, are those that take place within income 
groups, that are financed by direct and indirect taxes on the lower 
income groups, and that reach the recipients in the form of pensions, 
family allowances, housing subsidies, food subsidies, health services, 
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consumer fares on publicly-owned transportation systems and the like. 
In short, it is not mainly a case of robbing Peter to pay Paul but rather 
of taxing Peter to pay Peter. 

Under these circumstances, it is particularly difficult to explain satis- 
factorily in purely economic terms why the placing of this load on the 
fiscal machinery makes it difficult to finance rearmament. After all, it 
is said, the mere transferring of income does not lessen the total nor 
place any real burden on the society as a whole. The nearest one can 
come to a satisfactory answer is in terms of incentives. If 20 per cent 
of an industrial worker’s earned income is taken in taxes and if the 
marginal rate of taxation on increments of income is 30 or 40 per cent, 
then a finance minister will think twice before raising the rate higher, 
even if the worker is receiving the same amount of money back in the 
form of subsidized food, housing, and medical care. A marginal rate of 
direct taxation of 30 or 40 per cent is dangerously damaging to the 
incentive to work, and subsidizing prices for important items of con- 
sumption is dangerously encouraging to the demand for these goods 
and services. But even if this explanation is inadequate, it is a safe 
generalization that the individual in question will strongly resist higher 
taxes. For him, there is no necessary connection between taxes paid 
and benefits received, even though his income or occupational group 
may, on balance, be a net recipient of transfers from others. If, there- 
fore, a regime of high taxes to finance transfers and subsidies is already 
in effect, very powerful resistance will be encountered all through a 
society by an effort to use the fiscal machinery to engineer a diversion 
of real resources to meet a new social need. 

This fact is fundamental for an understanding of the difficulty 
European governments are having—especially those of France and the 
United Kingdom—in accomplishing the transfer of real resources from 
civilian to military end uses. A major reason for this difficulty is that, 
whether for fear of the effect on incentives just mentioned, or for fear 
of wiping out whole social classes, or, alternatively, for fear of exag- 
gerating inequity in the distribution of income, or finally, for purely 
political reasons, finance ministers, including even socialist finance 
ministers, do not believe they can safely seek more tax revenue and 
legislatures will not vote additional taxes if requested to do so. The 
moral is clear. The extensive and continuous use of the fiscal machinery 
to effect massive transfers of income gravely impairs the utility of that 
machinery for financing government purchases of goods and services; 
that is, for channeling real resources and output into military or other 
specified uses. 

The fourth and final structural weakness which will be mentioned 
in this paper can be disposed of more quickly. As suggested above, it 
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is the low rate of individual saving and the related weakness or non- 
existence of domestic capital markets in the European countries. It is 
interesting to note that business saving has probably been very sub- 
stantial. It is known to have been large in both Britain and Germany 
and has probably been considerable in France and Italy. But this 
saving has found its way directly into investment in real assets; so that 
there has been little flow of private funds from this source into the 
capital markets. 

The acute shortage of capital is largely a result of two of the three 
structural characteristics already discussed. In the first place, there is 
no doubt that mistrust of the value of money undermines the attractive- 
ness of many forms of liquid assets, especially, of course, evidences 
of indebtedness which are repayable in fixed amounts of money 
and which carry a fixed income. A government bond is obviously no 
better than the money issued by the government which issues the bond. 
Indeed, in the face of a fear of rising prices, cash is a better asset than 
fixed income-bearing securities because it is easier to move quickly 
from cash into real assets. Theoretically, under the circumstances that 
have prevailed, common stocks should have been highly desirable as 
assets. Probably one reason they have not fared better has been the 
fear that, in the event of further inflation, rising profit incomes would 
be extremely unpopular and that governmental action might be taken to 
limit the profits at least of the larger corporations with publicly quoted 
securities. In short, the fear of inflation has certainly made liquid assets 
relatively unpopular and has, therefore, both reduced individuals’ in- 
centive to save and diverted savings into real assets such as real estate. 

In the second place, it is clear that the fiscal habits of European gov- 
ernments have served significantly to reduce the rate of individual 
saving since the war. In the northern countries—especially Britain and 
Norway—heavy taxation on individual incomes has been mainly respon- 
sible. It was, of course, to be expected that the redistribution between 
income groups would have this result. In France, Germany, and Italy, 
there has been some leveling of incomes, and there would have been a 
great deal more had the administration of direct taxes on large incomes 
been fully effective. In these countries where recipients of large incomes 
have been guilty of tax evasion, there may have been individual saving, 
but the circumstances have probably discouraged the savers from chan- 
neling their savings into the public capital markets. 

Third and lastly, a major reason for the shortage of private capital 
in the European capital markets has been the persistence of a strong 
and entirely rational desire on the part of Europeans to transfer their 
assets out of Europe coupled with the absolute impossibility of pre- 
venting them from so doing by administrative controls. No one knows 
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how large the outflow of capital from France, Italy, Germany, and the 
United Kingdom has been but it has been sizable and persistent since 
the war. The British exchange controls are probably the most efficient 
in the world, but a free flow of capital has always been permitted to 
both South Africa and the sterling area. Not only do the continental 
countries generally have less adequate administrative machinery to 
enforce exchange controls but there are always possibilities of moving 
funds by way of Belgium and Switzerland or by way of London and the 
sterling area countries. One of the lessons of the last twenty years has 
been that even the most efficient exchange controls in the world can 
only slow down and cannot halt the flow of capital funds across the ex- 
changes when the incentives for selling one currency and buying 
another are strong enough. The fear of inflation and the fear of domestic 
political developments would by themselves have provided strong in- 
centives for shifting funds to the United States and Latin America in 
recent years. But far transcending these considerations has been the 
overriding political fear of either indigenous communism or Russian in- 
vasion. All things considered, it is surprising that the foreign exchange 
deficits have not been larger. But, aside from the effect on the foreign 
exchange position, this outflow of funds must have absorbed a signifi- 
cant fraction of the individual savings that might otherwise have found 
their way into the European capital markets. 

So much for the causes of this phenomenon; its consequences have 
been generally to reinforce inflationary pressure, to limit the rate of in- 
vestment, and to contribute to the overloading of the fiscal machinery. 
Insofar as the lack of capital has been the result of a low rate of indi- 
vidual saving (that is, of a high rate of consumption) or of the channel- 
ing of savings immediately into real assets, inflationary pressure has 
obviously been increased. The effects of an outflow of capital across the 
exchanges is more complicated. In the absence of exchange controls, this 
phenomenon would, of course, be deflationary. But under existing cir- 
cumstances, the acquisition of assets abroad frequently is accomplished 
by ingenious methods of holding export earnings abroad or overpaying 
for imports, both of which devices are inflationary. It is questionable, 
therefore, what the net effect of this leakage of savings has been. 

The shortage of savings has been particularly inflationary in the face 
of the inability of certain European governments to pay for their ex- 
penditures out of tax revenues. In such a situation there has been little 
possibility of offsetting the inflationary effect of public deficit financing 
through the curtailment of private investment simply because there has 
been no sizable volume of private investment financed in a noninfla- 
tionary fashion through the capital markets. The reinvestment of busi- 
ness savings has been pretty well beyond the control of the public au- 
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thorities. It has been the conjunction of the extremely small flow of pri- 
vate financing with disorder in the public finances that has made the 
inflationary problem so acute on the continent. 

As to the effect of the capital shortage on private investment, noth- 
ing need be said except to point out that not only has the volume of 
private investment been limited but its composition has probably been 
distorted. 

As to the effect on public finances, given the low rate of individual 
saving and the very heavy demands for capital of the postwar years, 
governments have had to attempt public saving on a sizable scale, either 
by financing investment out of current revenue, as in the case of France, 
or by maintaining a government surplus concurrent with a rate of pri- 
vate investment in excess of private saving, as in Britain.’ It is this 
attempt, or necessity, that has further narrowed the room for maneuver 
open to finance ministers with results that have already been discussed. 


VI. Conclusion 


It has seemed worth while to focus attention on these four structural 
characteristics widely evident among the economies of the several 
European nations, partly as an admittedly incomplete diagnosis of 
Europe’s economic ills, partly for the moral they hold for U. S. public 


policy, and partly because they help to make clear what was not and 
probably could not have been accomplished by the European Recovery 
Program. As a diagnosis, this analysis is of course incomplete, if only 
because it takes for granted, and therefore omits, the familiar external 
and historical elements of the European economic problem. The 
physical destruction of capital, the heavy accumulated depreciation 
and obsolescence of the war years, the loss of foreign investments, the 
loss of export markets, the adverse shift in the terms of trade from pre- 
war to postwar, and above all the war-caused political and social dis- 
organization—all are vital elements in the problem. These are the events 
that both impoverished Europe and also made it difficult for the Euro- 
peans to exchange their wares for the fuels, raw materials, feed, and 
food they must import from elsewhere. But a valid diagnosis of those in- 
ternal circumstances, which are more or less withi:. the control of the 
Europeans themselves and which add to and intensify external and war- 
caused difficulties, serves a useful purpose. Such a diagnosis is necessary 
to define the action that the Europeans must take themselves, and that 
only they can take, as a contribution to their own permanent recovery 
and well-being. 


* The term saving is here used, of course, to refer to maintained or planned or ex ante 
saving. Probably a more accurate definition would be that volume of saving which will be 
forthcoming without a sizable change in the level of income. 
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This is not to suggest that European governments can overnight cut 
the fiscal burden of social services, restore confidence in their cur- 
rencies, re-create effective incentives for saving, or change the pricing 
habits of businessmen. But it is the very clear implication of the fore- 
going analysis (which, of course, may not be accepted as valid) that 
until progress has been made in these directions, the economic state of 
Europe will be precarious, at best. And no one but the Europeans can 
do these things. In considering what they should do to accomplish the 
desired results, an economic diagnosis is quite insufficient to provide an 
answer. The structural economic weaknesses discussed above are them- 
selves the symptoms of more profound disorders in European society. 
Any effective cure that is prescribed will have to be more fundamental 
than a change in what is usually thought of as economic policies and 
arrangements. It will have to be a social and political change which will 
reduce social tensions, alter attitudes prevalent in the European man- 
agerial class, restore the confidence of Europeans in their society, and 
revive their hope for the future. 


DISCUSSION 


Don D. Humpnrey: I applaud Mr. Bissell’s promise to employ the broad 
criteria of political economy, but the greater part of his paper seemed to 
be based on the use of technical criteria, such as production, financial budgets, 
and wholesale prices. When the end of ECA is announced for twelve o’clock 
midnight, it seems to me that the least we can say is, “The King is dead, 
long live the King.” It is doubtful if the distinction between the capac- 
ity of a nation to support itself and to defend itself is as sharp as was indi- 
cated. 

Is it not premature to assert that the patient is thoroughly cured of the 
disease before the blood transfusion of economic aid has been ended? Euro- 
pean recovery has been impressive, yes; but can we call it solid so long as it 
can be endangered by merely “brooding about rearmament.” The ECA ex- 
perience has demonstrated that, with friendly governments, production can 
be increased and internal budgets improved by pouring in outside assistance. 
But recovery was so fragile that the same development—the war in Korea— 
which has enabled Europe to sell her exports, also represents a critical threat 
to the whole structure of recovery. It remains to be seen whether or not 
Europe can acquire the capacity to support herself and the will to defend 
hersel{—both of which are indispensable to freedom. 

The time has passed when we can evaluate American aid merely in terms 
of the index of production. Let me note a few of the problems that I should 
have liked to learn more about. 

First, what have we learned about the problem of dividing our limited 
assistance among the many areas and nations of the world? The procedure 
employed has been pretty much an ad hoc improvision which gave the lion’s 
share to the lion. Second, what is the effect of more or less assistance on the 
incentive to become independent of outside assistance? This problem has 
emerged also in the European Payments Union and its predecessor and is 
certain to arise in any system of international relations which takes adequate 
account of the different position of strong and weak currency countries. Third, 
how ought the question of building reserves be handled? To deny a nation 
aid as soon as it begins to build reserves seems to me to risk destroying in- 
centive and to leave the country in danger of falling again to a position which 
will justify aid. To pull a country again and again to the position where it 
can start building necessary reserves seems to me likely to be an expensive 
approach to the problem. 

Finally, there is the enormously difficult issue of internal change versus 
status quo in the recipient nations. The effect of American assistance has 
been to support the status quo. Yet neither Germany, France, nor Italy has 
shown ability to handle its problems of unemployment and social tension 
except by outside assistance. This issue, which has been called the “revolu- 
tion of rising expectations,” is far more acute in both the Near and Far East. 
What, if anything, can be done in the provision of aid to promote the internal 
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change in other countries that is required to make the aid effective in terms 
of the objectives of our foreign policy? Increasing production may still spell 
failure unless it serves a larger objective. 

We are in danger of believing that the world ought to love us because we 
offer economic assistance. But loyalty cannot be bought by greater production 
alone. It is in this area, it seems to me, that we ought to search our ex- 
perience. 

Professor Mason’s paper seemed to me distinguished by its excellence and 
I have no major criticism. I can only note how a slight change in emphasis 
would alter the outlook he has outlined. 

The prospect of doubling gross national production in twenty-five years 
seems like a fantastic increase from present levels. While I am not one who 
regards magnitudes of this sort as impossible, I doubt if it represents a degree 
of probability that businessmen will put their money on, particularly with 
respect to the expansion of raw materials. The uncertainties in the outlook 
for a doubling of output in twenty-five years include such basic things as 
population. Many of us feel a good deal less confident about population 
projections than we used to. 

Increased dependence on imports does not necessarily follow even a rapid 
expansion of output. Mineral imports declined slightly in relation to home 
production of minerals in the two decades, 1929-49. Emphasis on the im- 
portance of the technological factor is well placed. While it may be true for 
the world as a whole that technological change is as likely to increase as to 
reduce the demand for imports, I doubt that it is true for the United States. 
There is a presumption that the demand for the “new” products is more 
elastic than for the old and that capital rich nations have an advantage in 
producing the new. The displacement of imports by technological change 
has been quite important in the raw materials field, not only in the dramatic 
cases of rubber and silk, but also in tin, where new processes make a ton 
of tin cover more tons of steel. 

A minor factor affecting raw materials requirements in nonferrous metals 
is the increasing importance of scrap. 

We should not be misled by petroleum which is the one and only import 
in its class with respect to potential expansion. There is no other import 
visible on the horizon with a potential increase of comparable magnitude. 
Even if iron ore imports were expanded tenfold, the absolute value would 
still be low compared with potential petroleum imports. And if mineral im- 
ports including petroleum were tripled while national output doubled from 
1948 levels, it would mean an increase of only about three billion dollars in 
imports. While mineral imports are indispensable in importance, they repre- 
sent a 1 per cent factor in relation to gross national production. 

There are many reasons why it may be difficult to obtain adequate ex- 
pansion of mineral output in the rest of the world other than the perversity 
of foreign governments. It seems to me that Professor Mason was thinking 
largely of the oil and steel companies in his comments on American invest- 
ment abroad. By using undistributed profits, which in a sense is costless, 
the oil and steel companies will go after their own material requirements 
wherever necessary. But I do not believe that this is typical of industry in 
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general. There is great uncertainty as to the American demand for minerals 
at the extraordinary levels outlined in Mason’s paper. 

American imports are also subject to greater cyclical instability than home 
production, which is a serious deterrent to expansion. 

Finally, the profitability of domestic enterprise is so high that in order 
to compensate for the additional risks of foreign investment, the rate of 
return on new foreign ventures must often be so high as to be understandably 
objectionable to foreign countries. 

It is quite possible that we are arrogating short-run problems to the status 
of long-run ones in some of these comments. But this seems to characterize 
the reality of present-day foreign economic relationships. 

This outlook for the expansion of foreign mineral supplies leads me to 
place more emphasis than Professor Mason has on long-term contracts and 
other devices, such as forward pricing and buffer stocks. The world obtained 
much of its raw material supplies for a great many years far below what the 
competitive cost of production would have been under reasonably full em- 
ployment. While the outlook has changed drastically, the bitter experience 
of the past is carried forward. I expect that the necessary expansion of 
mineral output can often be obtained more economically by long-term guaran- 
tees than by paying in free market prices for the great uncertainties which 
now characterize this field. 


Wa ter S. Satant: I shall confine my discussion to one aspect of the 
obstacles to expansion of raw material production dealt with in Professor 


Mason’s paper: the hostile attitude which the underdeveloped countries have 
often expressed toward expanding such production, particularly in extractive 
industries. It is widely believed in these countries that the production of 
such commodities for export represents exploitation of their resources, and 
that in their future expansion and development plans, this type of produc- 
tion should have little if any place. This opinion arises mainly from the 
belief that production of raw materials for export has been of little benefit 
to them in the past. Because this belief is an important obstacle to future 
expansion of raw material production, it is worth while to consider what fac- 
tors lie behind their past experience and to distinguish between these factors. 

First, the prices of these materials, when not controlled by restrictionist 
schemes, have been subject to wider variation over time than the prices of 
manufactured products, introducing an element of instability—often a major 
element—into the balances of payments and the total national incomes of the 
exporting countries. Some of the greater instability in the markets for these 
commodities arises from the inelasticity of their supply and some is a result 
of the fact that the demand for them is affected by changes in inventory 
policies and is therefore subject to wider swings than the demand for the 
products into which they go. Most of these fluctuations have arisen, I suspect, 
from general business fluctuations rather than from changes in demand pe- 
culiar to particular commodities. In addition to the greater instability in 
receipts from production of raw materials is the fact that for a prolonged 
period before the last war their prices were falling in relation to those of other 
commodities. Both of these characteristics are serious disadvantages to coun- 
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tries in the national economies of which one or two of these commodities 
are major factors. A third characteristic of these commodities, from the point 
of view of the underdeveloped country, is that they are typically produced 
by foreign enterprises which take home large dividends, making the produc- 
tion apparently unprofitable to the producing country and making it certainly 
less profitable than it would be if more of the capital, as distinguished from 
the technical knowledge and managerial skill, came from local sources. These 
different aspects of raw material production and marketing may have different 
implications for the producing countries and for what their self-interest calls 
for in the way of a rational policy toward expanding production of raw 
materials. 

First, the wide short-term fluctuations of demand have resulted mainly 
from cyclical fluctuations in the major industrial countries. Unless there is a 
complete reversal of present attitudes toward full employment, it seems 
most unlikely that the degree of general business fluctuation which char- 
acterized the pre-World War II era (not only 1929-33) will recur in any 
country. It is true that in the United States, which is the dominant buyer 
for most raw materials, it does not take a very large change in total output 
to cause a substantial change in industrial production, and still less in demand 
for imported raw materials, judging from the evidence of 1937-38 and 1949. 
It is also true that such small fluctuations in total output must be expected as 
part of the normal course of the economy. But the national policy set forth 
in the Employment Act of 1946 and the self-interest of whatever political 
party is in office can be counted upon, I think, to reinforce the natural 
tendency for most violent fluctuations to be short-lived. To mitigate the 
variations in raw materials demand that are likely to occur as a result of 
moderate general business fluctuations and of influences acting only upon 
specific commodities, policy measures such as commodity agreements, buffer 
stocks, etc., need to be further developed. But that is a much shorter step 
to take from where we are now than from where we used to be. 

As to the longer period prewar decline in the prices of raw materials rela- 
tive to other commodities—the secular or long-wave decline—several students 
of the problem in the past few years have expressed their judgment that it 
will be reversed and that the outlook is for strong demand for raw materials 
for many years to come, irrespective of current defense efforts. 

If the outlook for raw material demand is in fact one of greater short- 
period stability and also greater underlying strength, an underdeveloped 
country should be able to do a great deal better for itself in producing such 
goods for export than it has in the past. This is not to say that any country 
would be safe in permitting its economy to remain or become too greatly 
dependent on one or two raw materials. In cases of such dependence, the 
desire for diversification is natural and justified. Unless the industrial coun- 
tries are willing to offer some kind of assurance or guaranty of protection to 
a one-product economy, they should support its desire to diversify its 
economy. But in other cases there is no economic reason why an under- 
developed country’s development plans should not consist of expansion of 
raw material production to the extent justified by its natural advantages 
in that form of production. If the outlook is as I have suggested, even the 
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one-product economy may fare better by allowing its diversification to take 
the form of producing other raw materials for which it is well suited, rather 
than by going in for products for which it is less suited merely because past 
experience seems to suggest that raw materials as such are to be avoided. 

The fact that the demand for raw materials is affected by inventory policies 
is of course inherent in their nature and, from the point of view of stability, 
carries with it certain disadvantages which will persist. But the degree of 
this instability is likely to be less than it was in the past, and appropriate 
international policy measures can make it still less than it would be in 
their absence. The disadvantages of instability that remain must be weighed 
against the advantages of producing commodities which can be produced 
efficiently. 

The third remaining characteristic of raw material production that sticks 
in the craw of the underdeveloped countries is the fact that large portions of 
the profits of such production have generally gone to foreign owners. But 
even if true in the past, this is not a necessary condition of raw material as 
distinguished from other types of production. The newly independent coun- 
tries could probably finance such production with much smaller amounts of 
foreign equity capital than in the past. It is a paradox—a manifestation of 
the “cultural lag’—-that many countries use their newly-won independence 
of action to avoid something which they regard as having had undesirable 
features when that very independence makes it possible for them to eliminate 
the aspect that was objectionable. It is true that foreign investment in the 
form of direct equity capital brings its technological knowledge and man- 
agerial skill with it, and it was probably also true in the past that this skill 
and knowledge would not have been obtainable without the equity interest. 
But other arrangements are possible. For example, in the future it appears to 
me a good deal less certain that this skill and knowledge will not be obtain- 
able on a salary basis. If so, loan capital may be obtainable at moderate 
rates of interest from abroad and a major share of the risk-bearing and equity 
interest may be obtainable from public or private sources within the borders 
of the underdeveloped country. Undoubtedly it would take very attractive 
salaries to obtain the technical and managerial personnel necessary to de- 
velop new sources of raw material production, but much high-quality per- 
sonnel can be hired for sums that are small fractions of the dividends that 
would otherwise be paid. Whether by this or some arrangement intermediate 
between it and complete foreign control such as existed in the past, the main 
point is that it should be possible not only to distinguish but, under present- 
day conditions, to treat differently the baby of raw material production and 
the bath water of foreign ownership and control. 

I conclude, then, that the hostility toward production of raw materials for 
export which is so often expressed by spokesmen of the underdeveloped coun- 
tries is largely an unanalytical, post hoc, ergo propter hoc response to past 
experience; that the economic outlook for these materials, new public sources 
of international loan funds, and in some cases newly-won independence com- 
bine to make possible a better experience with such production in the future; 
and that if these countries fail to analyze the question more closely than 
they have shown signs of doing so far, they may miss out on a good thing. 
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I 


The grand design for the machinery for adjusting international pay- 
ments in the postwar period, embodied in the Bretton Woods agree- 
ment, was derived from the lessons of the thirties. The task of 
establishing a new international economic and financial framework was 
regarded as one of reconciling the requirements of domestic and inter- 
national equilibrium. Domestic equilibrium meant chiefly full employ- 
ment. International equilibrium meant chiefly the avoidance of large 
and persistent national surpluses and deficits in external accounts. The 
two guiding principles were that no country should be prevented by 
balance-of-payments difficulties from pursuing domestic policies of full 
employment, and that no country should be permitted to adopt “beggar- 
thy-neighbor” measures for exporting unemployment. These principles 
were adopted to assuage the widespread fear that after the war the 
United States economy might sink back into depression and that the 
United States government might not take adequate compensatory 
measures to correct deficiencies in aggregate demand. One central ob- 
jective was to develop a postwar framework which would prevent 
American depression from again becoming world depression. Another 
was to free trade from the trammels of quantitative and price inter- 
ferences and to establish a framework conducive to the development 
of world trade and investment. 

The methods for reconciling these parallel objectives were (1) the 
creation of an international pool of liquid reserves to help meet cyclical 
balance-of-payments difficulties; (2) exchange control to prevent “hot- 
money” movements, thus eliminating speculative amplification of 
balance-of-payments disturbances; (3) discriminatory restriction on 
dollar imports if cyclical disturbances in the balance of payments were 
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of sufficient size and duration to exhaust available reserves; (4) ex- 
change-rate adjustments to correct persistent or “fundamental” dis- 
equilibrium; and (5) with the two foregoing exceptions, the rule of 
fixed exchanges rates with current payments free of quantitative restric- 
tion and discrimination. 

Some of these rules, acceptable in principle, proved difficult to effect 
in practice. Thus, for example, speculative capital movements were pro- 
scribed in many countries but took place nonetheless as the ingenuity 
of the speculators exceeded or led in time that of the exchange con- 
trollers. Some took on the character of a rule of thumb, clung to even at 
the sacrifice of its objective. The emphasis on par values of exchange 
established to promote trade, for example, led to the conclusion in some 
quarters that it was desirable to protect par values at whatever cost, 
even if it meant severe restrictions on trade—a point which was put 
in this way by Guy Orcutt. 

For the most part, however, discussion in Britain and the United 
States revolved around the question whether the new facilities and new 
rules would be adequate to prevent a repetition of the experience of 
the thirties. Some considered that the rules conceded too much to the 
predilections of American exporters for multilateralism and left insuf- 
ficient room for the use of discriminatory direct controls; others felt 
that too much had been conceded to the planners and neo-Schachtians. 
Initially, however, there was general agreement that the problem was 
to maintain balance-of-payments equilibrium on the one hand and the 
domestic level of effective demand on the other. 

It would be easy to conclude that the Keynesians, in their interna- 
tional as in their domestic planning, were concerned with imaginary 
rather than real dangers and that the fault was not with their economics 
but with their judgment. The postwar difficulty on this showing was 
not lack of effective demand but a plethora. Consumption rose to a new 
relationship with income, because of backlogs of demand, liquidity 
maintained by wartime accumulations of money and government debts 
which could not be repudiated, and, in some countries, a shift of income 
in favor of spending and against saving groups in the society. Invest- 
ment responded to the shortage of capital, which had been seriously 
underestimated, and, at least through 1948, to postwar reconstruction 
needs. Government expenditure and business investment were then 
held at high levels by the unforseeable military expenditures which 
followed the invasion of South Korea. 

But the fault with the Keynesian tradition has not been solely one 
of forecasting. Two other demerits can be charged against it. In the 
first place, in the thirties it produced near unanimity that deflation was 
a wrong method of correcting balance of payments under all circum- 
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stances. Cultural lag carried this view into the late forties. Secondly, 
the economic problem in a world of excess demand is not simply the 
obverse of the problem in a world of depression. Exports come to be 
thought of less as added employment than as a cost; and 
imports lose their character as producers of unemployment and are 
regarded as real income. More than this, however, the world of full 
employment is a classical world where the problems of allocation of 
resources and the distribution of the gains of trade, neglected in depres- 
sion, come into their own. The roots of present balance-of-payments 
difficulties do not lie solely in excess demand, as some anti-Keynesians 
and even pro-Keynesians think, but in this fundamental area. The real 
questions today are structural. 


II 


Before we turn to these structural problems which involve the price 
system, however, a further comment may be in order concerning income 
adjustments and the effects of depression. 

The Keynesian view of the world of depression was limited to in- 
dustrial countries where the impact of depression is different from its 
impact on producers of primary materials. Under the system which 
evolved in the nineteenth century, a large part of the burden of main- 
taining interregional and international equilibrium was borne, not by 
the financial centers, but by debtor, primary-producing regions at the 
periphery. A reduction in the flow of capital to the periphery usually 
preceded or accompanied a decline in external demand for primary 
products; thus subjecting their balances of payments to double pres- 
sure. The effect, however, was not chiefly upon the level of employ- 
ment, owing to short-term inelasticity of output, but upon terms of 
trade, volume of imports, and, consequently, real income. 

Primary-producing countries frequently adjusted their external ac- 
counts through exchange depreciation rather than deflation, but this did 
not obviate the loss of real income. The only choice open to them was 
to accept the loss through lower export prices or higher import 
prices. Meanwhile in the industrial regions the cheapening of imports 
subject to inelastic demand bolstered expenditure for domestic goods 
and helped to counterbalance the loss of employment resulting from 
the falling off of exports. 

Insofar as industrial countries are concerned, however, it is ironical 
that Britain and Western Europe should be so fearful of another 
American depression. Capacity to control effective demand—at least to 
the extent of preventing it from declining—could be used to offset 
secondary income effects resulting from loss of exports. If economic 
assistance were not forthcoming or were available in insufficient 
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amounts to finance deficits, the dollar deficit could be reduced or re- 
moved by devaluation or discrimination. The over-all position of West- 
ern Europe, however, would be improved by the movement of the terms 
of trade in favor of manufactures and against agricultural products 
and raw materials. It is the primary producers rather than Western 
European industrial countries which should fear American depression. 

Popular confusion on this point has been caused by the behavior of 
the sterling area, which lumps the United Kingdom industrial balance 
of payments with those of Commonwealth primary producers and hides 
the separate movements in each. Rising raw material prices build up 
the sterling balances of the primary producers; declining prices bring 
them down. Britain, as banker for the area, gains gold and dollars from 
rising prices as in 1950; loses from falling as in 1949. But high raw 
material prices, after primary-producing countries have adjusted real 
consumption to them, no longer benefit the banker qua banker; if the 
adjustment is excessive, so that balances are drawn down, as has been 
the case in 1951, the banker may suffer. And Britain and Western 
Europe suffer from high prices of primary products and gain from low 
in their other capacities as producers and consumers. Only a partial 
offset to these fundamental effects is afforded by the change in income 
from overseas investment, now much reduced from prewar and from 
the nineteenth century. 


III 


The exclusion of deflation from the armory of weapons for adjusting 
balance-of-payments disequilibrium has not been rigorously main- 
tained. Room was found in the postwar period for what is not an un- 
related process—disinflation; and deflation which produced unemploy- 
ment, while perhaps less effective in limiting imports from the dollar 
area, has been found useful in reducing balance-of-payments deficits 
within the European trading area. For the most part, however, econ- 
omists have searched elsewhere and for a relatively painless device to 
bring about balance-of-payments adjustment. In advocating restriction 
of investment, Harrod assumed that much of the investment taking 
place was of low productivity. Proponents of exchange rate adjustment 
have expressed faith in the elasticity of demand for industrial goods. 
Advocates of discrimination have assumed that reciprocal discrimina- 
tion could easily be negotiated. There is, however, nothing in economic 
theory to support the faith that balance-of-payments maladjustments 
of a structural nature can easily or cheaply be corrected, even if the 
appropriate mechanism be chosen. 

An impressive technical literature (e.g., Lerner, Mrs. Robinson, 
Metzler, Hirschman, and Meade) has developed during and since the 
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war, stipulating the conditions under which devaluation improves the 
balance of payments of a country. To this has been added an expanding 
series of articles—especially by Frisch and Alexander—comparing the 
efficacies of devaluation and discrimination and suggesting the optimum 
method of discrimination. Broadly speaking, devaluation will improve 
the balance of payments of a country only when, including real-income 
effects, the sum of the elasticities of its demand for imports and the 
world’s demand for its exports is greater than one; and import re- 
striction improves the balance of payments of a country more eco- 
nomically than devaluation, i.e., with less loss in real income, so long as 
the gain in welfare from an additional dollar spent on imports is less 
than the welfare cost of earning an additional dollar through exports. 
If, on the other hand, the domestic value of the added imports is greater 
than that of the goods which must be foregone as exports in order to 
obtain them, then it pays to devalue rather than to restrict imports 
further. 

These developments in theory were accompanied by a spate of work 
in the field of measurement (e.g., Tinbergen, Adler, and Chang) cul- 
minating in the conclusion, rather widely accepted, especially by Or- 
cutt, Machlup, Haberler, and Viner, that the pioneering efforts in this 
area left much to be desired. Few economists are willing nonetheless to 
hazard the judgment that the elasticities are high over-all, except per- 
haps in the long run. 

It is important to observe, however, that this is partial-equilibrium 
analysis and therefore of limited relevance. Modern proponents of de- 
valuation are prepared to concede that the elasticities of demand may 
be low in the short run, but they count on their being higher over time. 
This involves a reversal of the older view of the matter. It used to be 
thought that depreciation would be effective in correcting balance-of- 
payments disequilibrium only in the short run. Over time, when full 
equilibrium had been reached, it was thought that this transitional gain 
would have been lost because of the long-run inflation of costs and 
prices. The job is not only to “halt the inflation and adjust the exchange 
rate,” if this can be done, but also to keep down domestic prices and 
costs as resources are transferred into export and import-competing 
industries and in the face of the rise in import prices. Partial-equi- 
librium analysis is not sufficient. With its use, depreciation assumes 
too readily that the price system will be effective in persuading 
countries to accept the loss in available goods and services entailed to 
getting rid of balance-of-payments deficits. 

The advocates of discrimination fall into two none-too-clearly di- 
vided groups. One would ignore the price system altogether as a guide 
to the allocation of resources and maximization of real income. Bulk 
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buying, discriminatory promotion of high-cost production to save 
foreign exchange, and quantitative restrictions in general are viewed 
as the prerequisite to effective internal planning. The difficulty with 
this view is that price comparisons lose their meaning as a guide to 
resource allocation. The criterion of “economizing foreign exchange” 
in directing new investment and allocating resources may waste pro- 
ductive energy, lower real income, and even worsen the balance of pay- 
ments. Since the balance-of-payments problem is one of achieving the 
least costly adaptation to changed external conditions, i.e., of minimiz- 
ing the loss of real income, discard of the price system may leave the 
planners without effective guides to the allocation of resources and 
distribution of output. 

The other group chooses to use the price system rather than discard 
it, to take advantage of inelasticities to improve real income. An ex- 
treme example of the attitude employed is found in the advocacy of 
exchange appreciation, not discrimination, by Harrod and by the Eco- 
nomic Commission for Europe to secure more favorable terms of trade 
for Britain and Western Europe. If there are low elasticities of demand 
for exports and of supply for imports, then monopoly and monopsony 
gains are possible from restricting exports and imports respectively. 
The monopsony gain from restricting imports may be at the cost of 
increasing unemployment due to loss of complementary resources 
rather than leading to a gain in employment, as in a depressed world. 
But the beggar-thy-neighbor tactic of subsidizing exports, which flour- 
ishes in a depressed world, is replaced by that of holding them back. 

There are a couple of things wrong with this prescription for world 
trade. In the first place, it leads to retaliation. The neo-Schachtians and 
the liberal critics of German bilateralism failed alike to recognize that 
the system persisted because it had real attractions for Germany’s trad- 
ing partners. In a depressed world, additional exports produced addi- 
tional employment, additional imports, and additional real income, at 
whatever terms of trade. Second, the all-around adoption of restrictions 
on exports and imports leads to an impasse in trade negotiations—wit- 
ness the difficulties of the Andes Agreement between Britain and Ar- 
gentina—and involves the loss of real income all around. Some monop- 
oly gains are possible for raw material producers, particularly vis-a-vis 
the United States and by means of the multiple-exchange rate device. 
But there are limits to these gains, as Argentina knows in linseed and 
Canada in newsprint. And the possibility of Western Europe effecting 
monopoly or monopsony gains at the expense of either the United States 
or primary-producing areas may be excluded in a world of full employ- 
ment. 

This concludes what little we have to say about the adjustment 
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mechanism in a narrow sense confined to the balance of payments. 
The rest of our paper focuses attention not so much on the balance of 
payments as on the underlying phenomena within the country experi- 
encing balance-of-payments disequilibrium. 


IV 


In a classical economic world of full employment, two questions 
present themselves. One, from the point of view of the world as a 
whole, is whether the resources of the world and of each country are 
allocated to the production of the right goods. A second, which is 
related to the first, is how total income is distributed among factors 
within a country and among countries. A world concerned with real 
income, as ours now is, must have regard to both these questions. 

As an aid to the analysis, we may perhaps distinguish between struc- 
tural disequilibrium at the goods level and structural disequilibrium 
at the factor level. Disequilibrium at the goods level means that rela- 
tive goods prices do not reflect the allocation of factors among various 
industries appropriate to existing factor prices. Disequilibrium at the 
factor level may arise either because a single factor receives different 
returns in different uses or because the price relationships among fac- 
tors are out of line with factor availabilities. 

Some of the difficulties at the goods level are due to monopolistic 
competition, already discussed in connection with discrimination. 
Included among these by a number of writers is the increasing-returns 
case. This is a favorite of the underdeveloped countries. In addition to 
monopolistic competition, however, the price system may suffer because 
of excessive factor response, typically found in the cobweb theorem, 
or in factor rigidities which permit no response. Part way between, 
perhaps, is the difficulty which occurs in products of long gestation, like 
coffee, where short-run inelasticity is combined with long-run excessive 
response, occurring years after the cause of the stimulus is forgotten. 
These defects in the price system have recently been examined by 
Professor Haberler.‘ While the price system admittedly falls short of 
its smoothly efficient ideal, he concludes that in the absence of any 
superior alternative its defects do not constitute an argument for its 
abandonment. It must be conceded, further, that the demerits of the 
price system by no means constitute a positive argument for planning. 
If private enterprise is too little responsive to increasing-returns situa- 
tions, public authorities find many which ultimately prove illusory. 
Planners face the same rigidities in factor responses that price will en- 
counter, and in the absence of large windfall profits will provide little 


*See especially “Some Problems in the Pure Theory of International Trade,” Economic 
Journal, June, 1950, pp. 223-240, and “Real Cost, Money Cost and Comparative Ad- 
vantage.” International Social Science Bulletin, Spring, 1951, pp. 54-58. 
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stimulus to correct allocation. And planners, perhaps more than entre- 
preneurs but certainly as much, are as likely to infect each other 
in particular situations with their own enthusiasm and overrespond to 
price stimuli and their underlying significance. 

The price system never operated without making mistakes. Eco- 
nomic Darwinism regarded the losses under competition as the price 
paid for progress. With large units directing resources, however, 
whether under oligopolistic competition or under planning, the pen- 
alties of error are increased manyfold and a lower tolerance for mis- 
takes has been developed. 

The workability of the price system, however, depended on sub- 
mission to its verdicts. The invisible hand carried out the judgments of 
an impersonal fate from which it was impossible to appeal and against 
which it was useless to struggle. The growth of monopolistic competi- 
tion and government interference, which exposed the hand and showed 
the fate to be personal, has changed this. The price system has been 
undermined in a fundamental respect. Its decisions are known not to be 
ex cathedra and infallible. 

Structural disequilibrium at the factor level involves questions both 
of resource allocation and use on the one hand and of income dis- 
tribution on the other. We shall discuss first the case of disequilibrium 
between factor prices and factor endowments, and then the case of 
unequal remuneration to one factor in different uses despite mobility 
between uses. Both cases, it need hardly be pointed out, are different 
from the classical case of noncompeting groups, where immobility 
exists among occupational groups. 

The disequilibrium of Italy and Germany arises from lack of 
complementary resources. Given the technology in use, these countries 
lack capital and have an overabundance of labor. In one view, the solu- 
tion to their problem is capital imports and emigration, to establish the 
factor proportions appropriate to prevailing factor prices. An alternative 
is a change in relative factor prices. This would result in changing the 
least-cost combinations of factors in all uses and the relative prices of 
goods, thus altering the volume and composition of exports and im- 
ports. In the absence of change in either factor endowments or factor 
prices, balance-of-payments adjustment means unemployment of the 
redundant factor, and full employment leads to balance-of-payments 
deficit. 

Factor disequilibrium in which factor proportions are out of line 
with factor prices poses a problem which is out of reach of measures of 
discrimination and for which devaluation is likely to provide an inade- 
quate solution. Except in the case of slight disequilibra, moreover, 
capital imports and emigration are not likely to occur to the extent 
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necessary to justify existing factor prices and technology. Strenuous 
deflation with high interest rates, which will raise the return to capital 
and lower that to labor, is hardly attractive as a social and political 
policy. In addition, it faces the disability that elasticities of substitu- 
tion of labor for capital are almost certainly low. Capital, for example, 
can be shifted among industries only slowly, as depreciation takes 
place. The alternative aspects of the disequilibrium, however—the 
deficit and the unemployment—require solution urgently. 

Germany and Italy are, in a sense, special cases. But it must be 
remembered that most Western European countries have been hovering 
close to the same type of structural unemployment. The combination of 
a full employment level of domestic demand for manufactures, limited 
exports, and American aid to finance a part of the needed primary 
products is providing a sheltered market for Europe’s output. But 
when and if Western Europe must shift from domestic capital forma- 
tion, military production, and American aid to exports and self-support, 
it is questionable whether Europe’s full employment requirements for 
food and raw materials can be paid for by exports of manufactures. At 
best the process will produce a marked worsening of terms of trade. If 
external grants and loans are not available, other European countries 
may face structural unemployment or underemployment of the work- 
relief type. 

A similar disequilibrium, partial in nature, may be detected in 
underdeveloped countries. In these, the export sector of the economy, 
which may have access to foreign capital, will frequently employ factor 
combinations which yield relative marginal productivities different 
from those in the subsistence sector. In consequence, labor and land 
will receive a higher return in exports in combination with foreign 
capital than in the rest of the economy where it works with scarce 
domestic capital. In Venezuela, for example, labor will earn more in 
oil than in domestic enterprise. In Cuba, foreign capital participates in 
the sugar export economy but not in tobacco; so that different factor 
proportions and factor returns exist side by side in exports. 

The existence of different returns in different sectors of the economy 
need raise no particular problems for the balance of payments. It 
may, however, raise serious problems of other kinds, both economic 
and social, as pointed out by F. Ortiz in Cuban Counterpoint: Tobacco 
and Sugar (New York, 1947), pages 1-93. The difficulty, however, is 
that these countries are tempted to use the technology and factor pro- 
portions appropriate to the export sector in development projects for 
which foreign capital is not available. In these cases, the result is struc- 
tural disequilibrium which is reflected either in balance-of-payments 
deficit or in a large degree of unemployment or underemployment in 
the subsistence sector of the economy. 
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The dual-economy case is representative of the first type of dis- 
equilibrium in which factor prices are out of line with factor propor- 
tions if we focus attention on the subsistence sector of the economy. If, 
however, we look at both sectors and if labor moves between the sub- 
sistence and export sectors as production for export fluctuates, we 
approach the second type of disequilibrium: unequal prices for one 
factor in alternative uses. Wage rates are higher in the export sector 
than in the subsistence economy. The general case of failure of factor 
prices to reach equality in different uses, however, is that presented by 
Manoilesco (Theory of Protection, London, 1931), which has recently 
received renewed discussion in connection with underdeveloped coun- 
tries.* In this model, the level of wages in the manufacturing or import- 
competing sector of the economy is assumed to be higher than in the 
primary area engaged in exports and subsistence, owing simply to 
wage rigidity in manufacturing. There are no barriers to entry and the 
supply of labor for manufacturing is highly elastic at the established 
wage rates. On this assumption, the marginal transformation ratios 
between primary products and manufactured goods deviate from the 
corresponding price ratios. 

Manoilesco regarded this situation as one calling for protection of 
manufactures, to induce a shift of underemployed agricultural labor 
into industry. It should be pointed out, however, that if expansion of 
industrial output requires additional capital as well as labor, it is neces- 
sary to weigh the gain in real income from such investment against the 
gain which would result from an equal amount of output-increasing 
investment in agriculture. But it is also important to examine the posi- 
tion in demand. If the elasticity of demand for primary-products 
exports is low and the marginal terms of trade lower than the average, 
the higher apparent return to capital in agriculture at the average 
terms of trade is illusory. In this case a further reason exists, from a 
national point of view, for shifting resources from an overcrowded, 
underemployed agriculture. 

The following analysis, overdrawn for emphasis, may be suggestive 
of how the Manoilesco case may apply to the real world and its struc- 
tural disequilibrium at the factor level. Western Europe has been a 
densely populated area with limited natural resources. Its relatively 
high real income per capita in the past has come in large part from its 
gains from trade. Western Europe has concentrated in the production 
and export of industrial goods in exchange for primary products; the 
exchange ratios have overvalued industrial goods and undervalued pri- 
mary products in comparison with their transformation ratios. Rostas’ 


? See Gottfried Haberler, “Real Cost, Money Cost and Comparative Advantage,” op. cit., 
and Jacob Viner, “Lectures on the Theory of International Trade” (mimeographed, 1950), 
pp. 60 et seq. 
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comparison of prewar productivity in the United States and the United 
Kingdom, for example, shows that real income in the United Kingdom 
was much higher relative to the United States than industry-by-in- 
dustry comparisons of productivity would suggest. A major element 
in the explanation for this phenomenon was the relatively greater 
concentration of British resources in “high value-added” items; i.e., 
a more favorable product mix.’ Colin Clark indicated the same phe- 
nomenon in another light when he showed the far lower average return 
available in the United States in agriculture as compared with in- 
dustry (see Conditions of Economic Progress, London, 1951, second 
edition, Chapters IX and X, especially pages 395 and 440 and fol- 
lowing). This lower return reflects disguised unemployment, not 
throughout agriculture as a whole, but in some major sectors of Ameri- 
can agriculture. 

In the last ten years, there has been a considerable narrowing of the 
gap between the returns in occupations in which wages and prices 
are relatively high and rigid and those in which they are low and 
flexible. This narrowing has been almost world wide, in developed and 
underdeveloped countries alike. Its importance for income distribution, 
present and prospective, should not be underestimated. With some 
notable exceptions, both industrial and primary-producing countries 
have attempted to increase their real income by directing labor and 
capital into those lines which are characterized by high and rigid wages. 
A large part of the problem of international equilibrium turns on the 
question whether, if these trends continue, manufactures can be ex- 
changed at their customary terms for primary products. 

The question has been postponed for a time by the prolongation of 
American aid to permit the expansion of military production. The mili- 
tary program provides an outlet for highly fabricated goods at the 
same time that it intensifies the demand for raw materials. When and 
if there is a return to a more nearly peacetime economy and if the out- 
put of manufactures is sustained through domestic full employment 
policies, it may well be that the share of world income going to primary 
producers will be much larger and that of fabricators much smaller 
than in the past. 

The demand for full employment in the industrial countries is ir- 
resistible. In practice, full employment means a level of demand suf- 
ficient to keep high-wage industries operating at close to capacity, and 
a concentration of investment to expand these industries. As a result 
of full employment, along with expansion of manufacturing plants, re- 
stricted immigration, mass education, and growing labor mobility 


*L. Rostas, “International Comparisons of Productivity,” International Labor Review, 
September, 1948, pp. 283-305, especially pp. 295-296. 
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within countries, industrial countries are drawing a larger and larger 
share of their resources into the traditionally high-wage lines of 
activity. In this the underdeveloped countries insist on joining, through 
emphasis on industrialization, At the same time, they are unwilling and 
will not need to accept the former terms of trade. The scarcity premium 
which manufactured goods have enjoyed over most of the last 150 
years is in process of being lost. 


V 


A smoothly functioning system of international payments requires 
that all countries follow the same set of rules. This will be done if the 
interest of each of the separate countries, as each views it, is identical 
or parallel with the interests of all others; or if each country is pre- 
pared to carry out measures against its interest, either because of igno- 
rance or because of faith in the ultimate identity of the national and the 
cosmopolitan interests. 

The present full employment world is one in which neither of these 
conditions holds. On this account alone, no return to gold, nor to flexi- 
ble exchange rates, to regional free trade, to bilateral monopoly, or 
to anything else, by itself, will provide the basis for a successful sys- 
tem of international adjustment. 

Even if there were a consensus, a major difficulty would remain. The 
two major schools of thought—the price economists and the planners 
—have accepted too simple a view of the nature of the problem. We 
have examined structural disequilibrium at this length because of our 
view that neither therapy, universally accepted and skillfully applied, 
would fully meet the maladjustment nor the balance-of-payments prob- 
lem. International capital movements and migration of labor are un- 
likely on an adequate scale, as both schools would agree. While the 
record in governmental loans and grants has been remarkable, no 
accepted criteria have been evolved in surplus countries, and they re- 
main a limited and unreliable substitute for the international capital 
movements of the nineteenth century. 

Fundamentally, the mechanism of adjustment includes all the 
processes by which new patterns of resource use and the distribution 
of gains from trade emerge in response to continual changes in tech- 
nology, resource endowments, and demand. Price economists tend to 
focus exclusively on the problem of resource allocation; planners on 
that of international income distribution. But these problems are in- 
separable. A workable system of international payments must both 
allocate resources and distribute income in some fashion which countries 
and factors within countries are willing to accept. 

More time is needed after the breakdown of the nineteenth century 
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system to see how a new workable mechanism will evolve. If one kind 
of consensus should emerge, the world may settle on new terms of 
trade, preferably after increases in productivity have converted an 
absolute to a relative decline in the standard of living for Western 
Europe. Another possibility is a shift of resources in both industrial 
and primary-producing countries into raw materials and foodstuffs, and 
an increase in relative efficiency in these lines, to restore the terms of 
trade to which the industrial sections of the world have become accus- 
tomed. Still a third alternative is the evolution of some regular system 
for redistributing income internationally, as this is now done inter- 
regionally within a country, to offset the most inequitable results of 
malallocation of resources where it exists and to ease any hardships 
of adjustment to appropriate resource allocation and terms of trade. 
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REGIONAL ORGANIZATION OF TRADE AND PAYMENTS 


By J. Marcus FLEMING 
Columbia University 


I 


For three or four years during and after the war, efforts were made 
to devise general principles for the regulation of international trade and 
payments—principles to be administered by institutions covering at 
least the non-totalitarian part of the world. 

In recent years there has been an increasing tendency to apply to 
these as to other economic problems a regional approach; i.e., to seek 
their solution in the context of country groups whose membership, 
though possibly fairly large, is limited geographically or in some other 
way. 

It may therefore be of interest to examine the mode of operation of 
the two most important regional bodies now dealing with trade and 
payments questions. One of these—the sterling area—is a product of 
historic growth, which has evolved and is still evolving by ad hoc de- 
cisions, with little in the way of joint planning or formal organization. 

The other main regional body—the Organization for European Eco- 
nomic Co-operation—is a postwar creation and its organs in the trade 
and payments sphere have been set up by intergovernmental agree- 
ment, with written, though flexible, constitutions, definite membership 
and closely defined functions. 

Before going on to discuss these bodies concretely, I should like to 
make some general observations on the question of regional organiza- 
tion in this field. 

Any attempt to deal with trade and payments problems on a group 
basis encounters enormous technical difficulties. The handling of the 
internal relationships of the group raises all the problems of balance- 
of-payments equilibrium which arise in a world context. And to these 
are added the problems of the relationships of the group or of its mem- 
bers with outside countries. 

As I see it, the fundamental problem is to find ways of reconciling 
the domestic policy objectives of full employment, high investment, 
and equitable income distribution with the external objective of maxi- 
mizing the useful interchange of goods and services. In the last twenty 
or thirty years, this reconciliation has become more and more difficult. 
The growing rigidity of price and wage structures has made it prac- 
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tically impossible for any industrialized country, other than one suffer- 
ing from inflation or suppressed inflation, to correct a balance-of- 
payments deficit by fiscal and monetary policy alone without giving 
rise to a level of unemployment more destructive of national wealth 
than any alternative method of correcting the balance of payments. 
Admittedly, in a state of excess demand, where unemployment is of the 
order of, say, 2 per cent, the marginal propensity to purchase foreign 
trade goods may be extremely high, and a little disinflation will go a 
long way in rectifying the balance of payments. But if excess demand 
conditions facilitate the use of financial correctives, on the other hand 
they greatly intensify the need for such correctives by increasing the 
basic instability of the balance of payments. Relatively small propor- 
tionate fluctuations in aggregate demand, which cannot be prevented 
because they cannot be foreseen, will in these conditions give rise to 
large proportionate fluctuations in the balance of payments; so that, 
whether or not excess demand exists, the need for methods of dealing 
with balance-of-payments disequilibria, over and above the orthodox 
techniques of monetary control, is nowadays much greater than it used 
to be. 

Such methods fall into three main classes: international short-term 
compensatory finance; direct controls over trade and payments; and 
exchange rate adjustments. How far can these be applied within the 
framework of a regional group? 

Exchange rate adjustment is probably not an effective way of deal- 
ing with year-to-year balance-of-payments fluctuations. In any event 
such adjustments are supposed to be the concern of the International 
Monetary Fund, and thus outside the purview of the regional bodies. 
This is, perhaps, rather too cavalier a dismissal of the exchange rate 
question. The whole of the following treatment is based on the assump- 
tion of relatively fixed exchange rates. If it should be thought desirable 
and practicable for a regional group to control the exchange rates of 
its members in a flexible way, that would open up an interesting new 
line of inquiry, but one which I scarcely feel able to explore in this 
paper. 

As for short-term compensatory finance, the role of gold movements 
has been limited since the war by the drastic decline in the real value 
relative to world trade of monetary gold stocks outside the United 
States.’ In addition, for a variety of reasons, private short-term capital 
movements no longer exercise a compensatory influence, as in the 
classic gold standard mechanism, There is, therefore, at the present 
time a tremendous need for intergovernmental compensatory credit 
to supplement gold as a liquid means of international payment. But 

* Cf. Measures for International Economic Stability (United Nations, 1951), pp. 32 et seq. 
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the amount of compensatory credit which any group can provide for 
its members will be limited to what surplus countries can be induced to 
lend. Moreover, deficit countries cannot in equity be allowed indefi- 
nitely to drain the resources of their. fellow members or to “export” 
inflationary pressure. 

For these reasons it will probably continue to be necessary to allow 
member countries in the last resort to deal with their balance-of-pay- 
ments deficits by means of trade and exchange control. This creates 
a great problem for any group of countries whose main purpose is to 
facilitate the fullest interchange of goods, and possibly also a free flow 
of capital, between its members. If the volume of compensatory finance 
is inadequate in relation to the size and duration of intermember 
deficits, there is a danger that at any one time a substantial propor- 
tion of the members of the group may be engaged in a self-defeating 
restriction of their mutual trade. In these circumstances, any group 
which aims to maintain an optimal level of intermember trade must 
ensure that its members modulate the severity of their import restric- 
tions according to the balance-of-payments positions of the exporting 
countries, and in particular that they refrain from restricting imports 
from members whose payments difficulties are worse than their own. 
Such a policy of regulated discrimination will check medium-term pay- 
ments disequilibriat with a minimum curtailment of useful trade.’ 

The solution of such problems is complicated for a country group of 
limited membership by the necessity for providing for triangular trade 
between its members and the outside world. Members normally in 
surplus with the group and in deficit with the outside world should be 
allowed to earn gold or third currencies from members normally in 
surplus with the outside world and in deficit with the group. But this 
is difficult to tie in with the use of compensatory credit for the finance 
of intermember trade. Moreover, group rules or principles as to when 
import restriction should be permitted and how discrimination should 
be applied are more difficult to frame when account has to be taken, as 
it should, not only of members’ intragroup balance of payments but of 
their extragroup balance of payments as well. 


II 


Let us see how these problems are dealt with by the sterling area. 
The sterling area may be variously defined but is best regarded for our 
purpose as consisting of the United Kingdom plus those countries 
which hold the active portion of their international monetary: reserves 

? R. Frisch, “On the Need for Forecasting a Multilateral Balance of Payments,” American 


Economic Review, September, 1947, and M. Fleming, “On Making the Best of Balance of 
Payments Retrictions on Imports,” Economic Journal, March, 1951. 
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in sterling. A number of these countries hold part of their reserves in 
gold, as well as working balances in other currencies, but the gold 
reserves are relatively immobile and by and large any earnings of 
dollars or other currencies are turned into sterling and any require- 
ments for such currencies are obtained by the conversion of sterling 
balances. On this definition, South Africa would not count as a member 
of the area though she is a member from the standpoint of British 
exchange control regulations. Apart from Canada and South Africa, all 
the Commonwealth countries and British dependent territories with 
minor exceptions belong to the area, as do the Irish Republic and some 
of the smaller Eastern countries. 

From the basic characteristic of the sterling area, certain other 
features follow. Members of the area do not make separate payments 
arrangements with outside countries but are included in any arrange- 
ments Britain may make. Thus the movements in the Bank of Eng- 
land’s accounts vis-a-vis the monetary authorities of other currency 
areas as well as the movements in Britain’s gold and dollar reserves 
reflect the course of the balance of payments, not of Britain alone, but 
of the sterling area as a whole. 

Another important consequence is that, apart from certain blocked 
accounts which are not available for current transactions at all, sterling 
is, to members of the area, a convertible currency. Contrary to common 
belief, this has been the case, de facto, throughout the postwar period, 
and it is down in black and white in Britain’s recent financial agree- 
ment with Pakistan.’ This right of convertibility is maintained, it is 
true, on the understanding that members of the area will exercise ex- 
change control over movements of capital from the area, and that they 
will have regard in their import policy to the state of reserves of the 
area as a whole. There have even been cases where members of the 
area in agreements with Britain have stated quantitative targets for 
their gross or net dollar expenditure. But this is rare. 

What incentives are implicit in this system with respect to intermem- 
ber trade and capital movement? Britain, as the central banker of the 
group, is free from immediate payments difficulties in transactions with 
other members. The impact effect of any increase in payments to them 
is simply an increase in sterling liabilities. Thanks to this easy supply 
of compensatory finance, Britain feels able to permit capital exports 
freely to members of the area and to import from them with practically 
no restriction on balance-of-payments grounds. This statement re- 
quires qualification for commodities which like petroleum are dollar 
savers, and also to some extent for commodities which are dollar 
earners, from the standpoint of the area as a whole. But while Britain 


* “Financial Agreement,” September 29, 1951, Art. 111.1, Cmd. 8380. 
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treats the sterling area as a predominantly “soft currency” source of 
supply for imports, it treats the area as a relatively “hard currency” 
destination for exports. This is not so illogical as it sounds. So long as 
the sterling countries’ dollar expenditure is governed by some con- 
ception of need rather than by the size of their sterling reserves, addi- 
tional purchases by Britain from the area will not lead in the short 
run to an enhanced conversion of sterling into dollars. On the other 
hand, failure on Britain’s part to supply the area with commodities of 
certain types may lead to an enhanced need for, and purchase of, dollar 
goods. 

The credit arrangements of the area are asymmetrical. Members 
other than Britain can rely on no automatic compensatory financing to 
cover their intermember deficits after their sterling holdings have been 
exhausted. These sterling holdings, however, accumulated partly dur- 
ing the war and the immediate postwar period and partly in sub- 
sequent years of high primary product prices, are themselves, in most 
cases, substantial. For most members of the area, therefore, the very 
size of their reserves enables them to dispense with the need for supple- 
mentary compensatory finance. 

For this reason most of the countries of the outer sterling area im- 
pose relatively mild restrictions on imports from and capital transfers 
to other members of the area. There are, however, some exceptions to 
this. For example, there are severe restrictions of a politically motivated 
character between India and Pakistan and India and South Africa; 
and India, Pakistan, and Ceylon practice a certain measure of import 
restriction even from other members of the area.* On the capital side, 
Australia and New Zealand control capital transfers even to the rest 
of the area, and South Africa has at times exercised some control over 
capital imports. By and large, however, the area must be regarded as 
one of the few oases of relatively free trade (subject to tariffs) in the 
postwar world. 

Consider, now, the relations of the area with the non-sterling world. 
The system of virtual reserve pooling can be regarded as a technique 
for transferring gold, dollars, etc., from members with a surplus in 
their balance of payments with non-sterling countries to members with 
a deficit with these countries without their being any close or immedi- 
ate relation between the amounts so transferred and the surpluses and 
deficits in intermember payments. Intermember trade is thus not 
hampered by the fear of losing gold or the-lust to earn it. 

On the other hand, the system of a common family purse creates 
a problem of allocation of hard currencies for which no clear criteria 


* Australia and, to a much lesser extent, New Zealand have recently (March, 1952) been 
compelled by a sharp decline in their sterling reserves to impose restrictions on imports 
from the United Kingdom. 
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exist. Nor does any continuous machinery for joint allocation exist at 
an executive level, the nearest thing being cd hoc meetings of Common- 
wealth ministers. This may work in a crisis, like 1949, when it is 
possible to agree on a proportionate cut on some previous level of dollar 
expenditures. But it is much more difficult to organize a continuous 
common policy. This discontinuity of joint action, together with the 
time lag which inevitably occurs between taking decisions on import 
policy and seeing the effects of these decisions on the balance of pay- 
ments, largely account for the two-year cycle which has been evident 
since the war in the balance-of-payments position of the sterling area. 
The crisis years of 1945, 1947, 1949, and 1951 have alternated with 
the recovery years of 1946, 1948, 1950, and, let us hope, 1952. The 
problem of sharing dollar expenditures would have been even more 
difficult had it not been for the fact that, with the exception of Ceylon, 
the independent members of the sterling area, as I have defined it, have 
until recently been net spenders and not net earners of dollars. This 
situation was temporarily altered by high primary product prices in 
1950-51; and it is significant that 1951 was marked by increases in the 
gold reserves in India, Pakistan, Ceylon, and Australia and by rum- 
blings of discontent with sterling area arrangements in unofficial quar- 
ters in Australia. 

The principal defects which experience has revealed in the postwar 
operation of the sterling area appear to be the following. 

There has been too much compensatory finance in the system— 
too little pressure on members from the side of the balance of payments 
to correct domestic inflation. In 1947 overspending on the part of the 
members of the outer sterling area, which drained Britain of goods and 
the central reserves of dollars, was partly though not wholly attributa- 
ble to their possession of excessively large sterling balances. In 1950 
and 1951 a feeling that the mounting sterling balances were in safe 
hands may have relaxed Britain’s vigilance in counteracting the infla- 
tionary pressure of a rearming world. 

This inflationary bias of the sterling system under present conditions 
no doubt tends to perpetuate the area’s shortage of dollars. To some 
extent this is offset by the fact that Britain, which as the central 
banker of the area tends to feel that shortage most keenly, is also the 
country which takes the lead in making exchange rate adjustments. 
But this is an unsatisfactory remedy, particularly for the colonial 
members of the area which are more or less compelled to follow 
Britain’s lead whether or not devaluation suits their economic circum- 
stances. 

So long as dollar shortage persists there will be difficulty about 
achieving a fair sharing of the available dollars. More continuous group 
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consultation at a high level might perhaps help to mitigate those bien- 
nial lurches in the area’s balance of payments, of which I spoke earlier. 
But the question arises whether some means might not be worked out 
for supplying member governments with a steady pecuniary incentive 
to dollar earning and a steady disincentive to dollar spending, which 
would mitigate the shortage over a period of years. 


Ill 


Let us now consider the trade and payments arrangements estab- 
lished in Western Europe under the OEEC. These arrangements in- 
clude in their scope, at least for certain purposes, not only all the 
European countries outside the Iron Curtain save Spain, Yugoslavia, 
and Finland, but also their dependent territories and indeed their cur- 
rency areas as a whole. 

Until 1948 Western European trade and payments were regulated 
by a system of bilateral agreements which had come into existence 
during and after the war and this bilateral system continued to serve 
as the infrastructure for the OEEC’s trade and payments arrangements 
until the middle of 1950. These much maligned bilateral agreements 
were largely responsible for avoiding the stifling of mutual trade which 
would have resulted if the dollar-hungry European countries had 
maintained the convertibility of their currencies and then tried to earn 
the needed dollars from each other by a nondiscriminatory restriction 
of imports. They also provided a means whereby the stronger countries 
such as Belgium, Sweden, and Britain could lend a helping hand to the 
weaker ones without losing gold in the process. They created a buffer of 
bilateral compensatory credit which, so long as it lasted, encouraged 
both parties to import with relative freedom. 

Even the notorious weakness of the system— its failure to provide 
adequate means for the financing of triangular trade—was mitigated 
by the fact that partners to many agreements were not single countries 
but currency areas, by the mutual credit margins which allowed for 
temporary departures from strict bilateral balancing, by the system of 
sterling transferability between nonsterling countries, and by the gold 
payments made in settlement of bilateral deficits in excess of the 
credit margins. 


IV 


The initiation of the European Recovery Program in 1948 ushered 
in a period of group co-overation as regards both the external and the 
internal trade and payments relationships of the Western European 
countries. Time forbids me to make more than the briefest references 
to the first stage of this co-operation from mid-1948 to mid-1950. 
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On the external side, an important task of the OEEC was to make 
recommendations to the United States regarding an appropriate divi- 
sion of dollar aid. This is analogous to the problem of allocating scarce 
currency earnings with which a monetary union might be confronted. 
OEEC experience shows that the absence of adequate criteria of equity 
or economy makes it difficult to carry through such a task without 
a good deal of friction. 

This dollar aid was allocated on the basis of Western Hemisphere 
deficits, intermember deficits being covered by the allocation of inter- 
member drawing rights on a bilateral basis. This drawing-rights sys- 
tem, which was slightly modified in the second year, had the advantage, 
as against the alternative system of basing dollar aid on over-all defi- 
cits, that it allowed European surplus countries to obtain needed 
dollars without the crampiug effect on intra-European trade which 
would have resulted if intra-European deficits had had to be settled in 
gold and dollars. 

Though drawing rights were bilateral, they nevertheless contributed 
to the financing of triangular trade. For the great majority of member 
countries simultaneously received some drawing rights from their bi- 
lateral creditors and granted some to their bilateral debtors. This is an 
interesting device for securing a measure of multilateralism in pay- 
ments between currencies which are too unequal in scarcity to permit 
of full interconvertibility. Unfortunately, its value was much reduced 
by the quasi-impossibility of accurately forecasting bilateral balances 
of payments. 

The Intra-European Payments Agreement for 1948-49 was accom- 
panied by a set of recommendations to governments on commercial 
policy. These are interesting as an attempt to lay down trade rules suit- 
able for a group of countries whose currencies are of various degrees 
of scarcity. Their general drift was to encourage discrimination in im- 
port policy in favor of net deficit countries and discrimination in export 
policy in favor of net surplus countries, subject to the proviso that 
deficit countries should not be denied supplies of essential goods. The 
rules had a general tendency to maximize useful trade within the group, 
but they were ill-defined and lacked provision for supervision and en- 
forcement. While most countries, with the notable exception of Ger- 
many under Allied control, did after a fashion abide by these rules, a 
good deal of import restriction remained which was either unnecessary 
or protective in character. 

This led in mid-1949 to the adoption of a new, cruder, but more 
effective approach, whereby each country undertook to try to remove 
import restrictions from a target percentage of its imports on private 
account from other members. 
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The European trade and payments arrangements from 1948 to 1950 
have been subjected to criticism—much of it unwarranted. Despite 
the so-called “disincentive” effects of the system, those years witnessed 
the checking of inflation in most member countries, an adjustment in 
exchange rates which gave a better prospect of future equilibrium, and 
a great expansion in intra-European trade. From the first half of 1948 
to the first half of 1950, the quantum of intra-European trade rose by 
60 per cent while trade with non-Europe rose by less than 15 per cent. 

The main weakness of the system was that bilateral surpluses could 
not, to a sufficient extent, be used to pay for bilateral deficits. The 
available intermember credit margins could not therefore be ade- 
quately utilized and unnecessary gold movements took place, with con- 
sequential restriction of imports. This was true in spite of the opera- 
tions of offsetting or compensation—of a rather limited character—per- 
formed by the Bank of International Settlements on bilateral balances 
reported to them each month and in spite of multilateralism inherent 
in the drawing right system itself. 


V 


These defects were remedied at the next stage in the development 
of the European payments system by the creation of the European Pay- 


ments Union. The EPU was set up in October, 1950, but operated 
retrospectively as from mid-1950. It was designed to nullify the system 
of payments bilateralism and to create a financial framework conducive 
to the removal of import restriction and discrimination in intra-Euro- 
pean trade. Its founders also hoped that it might pave the way to a 
general return to convertibility of European currencies into gold and 
dollars. 

Its technique is simple and elegant. Each member’s bilateral sur- 
pluses and deficits are reported monthly to the Bank of International 
Settlements where they are added up and transformed into a net sur- 
plus or deficit vis-a-vis the Union as a whole. Each country’s monthly 
deficits and surpluses since the beginning of the scheme are then added 
to form a cumulative surplus or deficit which is financed according to 
the rules of the Union. This procedure carries multilateral offsetting 
much further than anything achieved by the earlier payments scheme. 
Two consequences follow. First, a far more economical use is made 
of the credit available under the EPU than was ever made of the bi- 
lateral credit margins under the old system. Second, it is a matter of 
apparent indifference to any member with which of the other mem- 
ber countries it has a bilateral deficit or surplus; so that the immediate 
currency incentive for trade discrimination disappears. 

A substantial credit buffer was required to finance the net deficits 
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and surpluses in place of the bilateral credit facilities rendered inopera- 
tive by the new scheme. Indeed, if a suitable climate for trade liberali- 
zation was to be created, the effective credit buffer would have to be a 
good deal larger than under bilateralism. This problem was tackled by 
allowing each member to finance its cumulative deficit up to a given 
limit or quota, partly in gold and partly by borrowing from the Union. 
Since, however, only 60 per cent of the quota takes the form of credit, 
the buffer provided is not really very large: only about 9 per cent of 
the European trade turnover of the countries concerned in 1949 and 
little more than 60 per cent of the amount theoretically available to the 
same countries in the International Monetary Fund. However, the 
amount of new credit created substantially exceeded the amount of 
bilateral credit sacrificed by the creation of the EPU, especially since 
an ingenious system was devised for utilizing outstanding bilateral 
balances to meet net deficits arising in the Union. 

A notable feature of the EPU arrangements is the system of frac- 
tional gold payments whereby the first fifth of a member’s deficit can 
be financed entirely by borrowing from the Union but subsequent fifths 
have to be financed in increasing proportions by the payment of gold to 
the Union. A surplus country has to finance the first fifth of its surplus 
on credit, but thereafter receives 50 per cent in gold. The underlying 
idea of the fractional gold payments by deficit countries seems to be 
partly to bring increasing pressure upon them to put their houses in 
order and partly to provide the Union with the gold it requires to 
make payments to the surplus countries. The first motive seems to me 
misguided, as the gold payments are more likely to lead to the pre- 
mature restoration of import restriction than to any other results. 
The fractional gold payments to surplus countries, on the other hand, 
seem mainly designed to induce them to provide matching credits to 
the Union. 

Here the question arises of whether and how the persistent surplus 
countries—the “structural creditors”—are to be enabled to earn gold 
from the Union to meet their dollar deficits. In the first year of the 
Union, this problem was handled by a device akin to drawing rights. 
The structural creditors—Belgium and Britain—received rather more 
dollar aid than they otherwise would in return for allowing the Union 
to cancel any surpluses they might earn up to a given amount. They 
were thus enabled to convert part of their European surplus into dollars. 
Similarly, the structural debtor countries had their deficits canceled 
up to a given amount. This arrangement has not been continued into 
the second year of the scheme. The structural debtors are having their 
deficits canceled as they arise, but the dollars instead of going to the 
structural creditors are going directly into the Union. 
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This would seem to imply that in future persistent surplus countries 
should be allowed to earn gold from the Union as a continuing thing. 
The Union rules, however, do not provide for a country continuing 
to earn gold after its quota has been exhausted. What happens after 
that is left for ad hoc discussion between the surplus country and the 
Union. Three countries—Belgium, Italy and Portugal—have already 
exceeded their orginal quotas and are financing their surpluses under 
arrangements involving part payment in gold and part in credit. A 
basic difficulty about allowing any member to run a persistent surplus 
with the Union is that the countries which would incur the correspond- 
ing persistent deficit cannot afford under present conditions to pay 100 
per cent in gold, as by Union rules they would be bound to do, unless, 
of course, their deficits are being underwritten by the U.S.A. Rather 
than pay 100 per cent in gold they would cut down imports from fellow 
members. 

One possible solution would be to replace the present system of 
quotas by one in which deficit countries would pay x per cent in gold 
and the remainder (100-—- per cent) in debits up to an indefinite 
amount, and surplus countries would receive y per cent in gold and the 
remainder (100 — y per cent) in credits, also without limit, subject 
to Union’s power to vary x and y in the light of circumstances. Interest 
charges might vary, as in the International Monetary Fund, according 
to the size and duration of the credit. Any extreme creditor refusing to 
accept part payment in credit would have its exports curtailed by dis- 
crimination rather than be allowed to strangle the intratrade of the 
Union. 

Apart from this question of structural imbalance, has the Union pro- 
vided a financial framework in which a thoroughgoing liberalization 
of intra-European trade can be maintained? 

Without doubt, the establishment of the EPU gave liberalization a 
decisive new impetus. This is not surprising, since it not only created 
a lot of new international credit but also, through the multilateral off- 
setting procedure, increased the size of the European deficit which a 
country would be able to meet out of a given volume of intra-European 
financial resources. Already by November, 1949, OEEC countries had 
undertaken to remove import restrictions from 50 per cent of their 
private imports from each other in each of three categories: food, raw 
materials, and manufactures. Not until October, 1950, when the EPU 
had at last been set up, was the percentage of liberalization raised to 60. 
In February, 1951, the over-all percentage was raised to 75, though it 
was not found possible to raise the target beyond 60 per cent for each 
of the three categories. This is as far as the “percentage approach” to 
liberalization has got. These percentages are all based on the 1948 com- 
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position of imports, which means that the 25 per cent of imports not 
liberalized can contain a great many important commodities whose im- 
port was prohibited or restricted in 1948. Partly to get round this and 
partly to create a common market in certain specific branches of produc- 
tion, the OEEC in July of 1951 finally agreed that each country having 
attained the 75 per cent stage of liberalization should include among 
its liberalized commodities certain common items. This “common list” 
covers textiles, textile machinery, feeding stuffs, and a number of lesser 
items. 

Though liberalization as yet extends neither to public purchase nor 
to import duties, the progress made in the last two years in freeing 
trade from quantitative restrictions has prima facie been impressive. 
Unfortunately, in spite of the credit buffer provided by the EPU, quite 
a number of countries, such as the structural debtors Greece, Iceland, 
and Austria, and also Germany, Norway, and Denmark, have been 
excused, on balance-of-payments grounds, from attaining the target 
percentages of liberalization and also from the integral application of 
the common list. In addition, certain countries, such as Germany in 
February, 1951, and Britain in November, 1951, have been induced by 
payments crises to suspend measures of liberalization already taken.° 

Possibly the criteria applied by the OEEC to justify failure to 
liberalize or withdrawal of liberalization are unduly vague. A country 
may fail to liberalize “if its economic and financial situation justifies 
such a course.” And it may suspend measures of liberalization “if its 
deficit is increasing at a rate and in circumstances which it considers 
serious in view of the state of its reserves.” However, the Organization 
has the last word in determining whether the country withholding or 
withdrawing liberalization is entitled to continue to benefit from the 
liberalization of others. And it is probably wise to rely on procedures 
of investigation and justification rather than on the application of 
rigid rules. 

However that may be, it seems clear that the Union’s credit margin 
is insufficient, even apart from the problem of persistent surplus and 
deficit countries, to cope with the sort of payments fluctuations which 
have recently been experienced. For example, Germany within five 
months ran through her admittedly inadequate quota and had to get a 
special credit from the Union. Britain within ten months ran a surplus 
equal to 70 per cent of her quota and during the following nine months 
a deficit equal to about 130 per cent of her quota. Within the first ten 
months of this year, Belgium ran up a surplus equal to 125 per cent of 

* Since the end of 1951, France, too (in February, 1950), has been obliged to deliberalize 


imports from OEEC countries even more drastically than Britain. This is by no means 
outweighed by the partial restoration of liberalization in West Germany. 
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her quota and had to make a special arrangement with the Union to 
finance it. Other examples could be quoted. 

As a result of the inadequacy of Union resources in relation to such 
fluctuations, Germany was forced to suspend liberalization within 
eight months of the start of the Union’s operations; and before Ger- 
many was able to restore what she had suspended, Britain in her turn 
was forced to cut down her liberalization from over 90 per cent to 
something in the region of 65 per cent. Meanwhile Belgium has been 
trying to discourage exports to Union countries. 

It is fashionable to explain these fluctuations in terms of the differ- 
ential effect on various countries of the rearmament—or pre-arma- 
ment—boom. I am somewhat skeptical. Rearmament no doubt accen- 
tuates the difficulties, but my guess is that those fluctuations illustrate 
the sort of thing that is to be expected under modern conditions when 
we try to combine full employment with trade liberalization. 

One possible line of attack on this problem is to ensure that the 
credit facilities of the Union are large enough to take care oi all normal 
year-to-year fluctuations without necessitating the application of im- 
port restrictions. This need would be met either by abolishing the 
quotas, as I suggested earlier, or by an all-round expansion in the 
existing quotas. The latter device, however, would not take care of 
persistent surplus and deficit positions unless it were repeated at inter- 
vals, possibly in conjunction with the consolidation of previous in- 
debtedness. 

If, however, the surplus countries are unwilling to provide as much 
credit as would be required to enable the deficit countries to avoid 
import restriction, it is important that the restrictions should be or- 
ganized on a discriminatory basis so as to avoid a general curtailment 
of the intratrade of the Union. 

Now this may seem to some a shocking statement, for it was one of 
the great arguments for the EPU that it removed the motive for dis- 
crimination between member countries. And nondiscrimination is a 
basic principle of the liberalization code. Moreover, the adoption of 
nondiscrimination has had undoubted psychological advantages for 
the solidarity of the Union and was a good selling point for hard cur- 
rency countries like Switzerland and Belgium. From the economic 
standpoint, too, it has been advocated on grounds of promoting com- 
petition between exporters and a better division of labor between 
countries. Experience has shown, however, that blind adherence to the 
principle of nondiscrimination in defiance of real differences in the 
scarcity of member currencies can easily endanger liberalization itself. 

When in February, 1951, Germany had to suspend liberalization, 
it was obvious that this would have serious effects on some of the 
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debtor countries, such as the Netherlands, Greece, and Denmark, and 
might well compel them to contract imports in turn. In April the 
OEEC found itself obliged to recommend not only that Germany 
should discriminate in her import policy in favor of countries such as 
those I have mentioned but also that the surplus countries should dis- 
criminate in favor both of Germany and of the countries particularly 
affected by Germany’s import restrictions. Again when Belgium ex- 
ceeded her credit quota, the Organization had to recommend that 
Belgium should reduce her exports, by bilateral negotiations and other- 
wise, and Belgium has taken steps to bring this about. Some attempt 
has been made to confine these recommendations to discriminate to the 
nonliberalized sector of imports, but this is surely an evasion of the 
issue. Would it not be better to admit that in the last resort, after 
all possible steps have been taken to check undesirable capital move- 
ments and the like, discrimination, jointly organized and regulated, 
has an essential part to play in maintaining a high level of intra-Euro- 
pean trade? 
VI 

In conclusion, I believe the EPU’s influence to have been, up to 
now, distinctly beneficial. Admittedly it has not brought the European 
countries any nearer to general currency covertibility. To me it always 
savored of a belief in sympathetic magic to credit it with any tendency 
in this direction. But it has facilitated a substantial and desirable 
expansion in intra-European trade, the quantum of which has increased 
by 19 per cent between the first half of 1950 and the first half of 1951. 

As to the future. Provided that the necessary extension in the credit 
facilities of the Union can be achieved and/or that an intelligent use is 
made of group discrimination, it should be possible for European lib- 
eralization to survive even a continuance of the kind of rough financial 
weather that it has experienced over the past year. The events of the 
first quarter of 1952 have underlined the importance of these prem- 
ises. We now have the three main members of EPU restricting imports 
from each other, in varying degrees—for balance-of-payments reasons. 
A stubborn adherence to the nondiscrimination principle may bring the 
whole project of European liberalization to naught. 
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DISCUSSION 


AtBert O, HirscHMAN: The interesting papers of Professors Despres and 
Kindleberger and of Fleming both look for some new explanation of the per- 
sistent disequilibrium in international payments which we have witnessed 
over the past six years. The two papers are complementary. While Professors 
Despres and Kindleberger look for a novel explanation principally of balance- 
of-payment deficits, Professor Fleming’s paper contains the sketch of a model 
which would account for the wide swings in both directions that have char- 
acterized the balances of payments of a number of countries over the past 
years. 

Professors Despres and Kindleberger describe a number of structural dis- 
equilibria which they hold not to be amenable to the traditional “easy” or 
“cheap” cures of devaluation, deflation, or discriminatory quantitative re- 
strictions. One general comment on this thesis is that devaluation and dis- 
inflation have never been considered by their sponsors as cheap and easy 
instruments to restore balance. In fact, they are exactly the opposite, to be 
applied when the truly easy way, i.e., finance from abroad, is either not 
available or is considered inadvisable because it would do nothing to remove 
the basic causes of the difficulties. Though working in different ways, defla- 
tion and devaluation must both be painful if they are to be successful. In 
fact, any measure that effectively removes an import surplus is bound to be 
painful since it reduces the total available product. 

Furthermore, the effects of the traditional remedies of balance-of-payment 
trouble are by no means confined to the general price level and are not, there- 
fore, necessarily unable to deal with the structural evils which involve pri- 
marily distortions in relative prices. Indeed, one of the most significant as- 
pects of devaluation is its differential effect on prices of different categories 
of goods and services produced by the devaluing country, depending on 
elasticities of demand and supply, on pricing policies, etc. Devaluation 
alters not only the terms of trade between the devaluing country and the rest 
of the world but also the terms at which different categories of producers of 
the devaluing country exchange their products among themselves and it 
thereby induces “structural” shifts in the allocation of resources. 

The principal structural disequilibrium singled out by Professors Despres 
and Kindleberger is the deterioration in the terms of trade of manufactures 
against primary or, as they put it eloquently, the loss of the “scarcity premium 
which manufactured goods have enjoyed over the last fifty years.” Is it really 
true that this is the villain behind all the balance-of-payment troubles of 
the last few years? From statistical studies it would appear that there has 
been a deterioration principally for British terms of trade, and this could be 
explained, as Singer has pointed out, by a less than infinite elasticity of 
demand for the greatly expanded British exports. In continental Western 
Europe, whose balance-of-payment difficulties have been at least as intractable 
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as those of the United Kingdom, the terms of trade did not deteriorate much 
with respect to prewar, at least up to Korea. 

The belief that the industrial countries now face a terms of trade deteriora- 
tion which imperils their economic balance recalls the fears of many German 
economists at the turn of the century; namely, that with industrialization 
abroad and with decreasing returns as the iron law of agriculture, the indus- 
trial countries would be unable to continue long the exchange of manufactures 
against foodstuffs and raw materials on which much of their economy was 
based. I do not wish to appear complacent, but I do not believe that this is 
the major problem facing us now any more than it was fifty years ago. The 
discrepancy between industrialized and nonindustrialized regions of the world 
is as big as it ever was, and the major structural problem appears to be the dif- 
ferential rate of growth of productivity among the industrial countries; i.e., 
between the United States on the one hand and the Western European coun- 
tries on the other. 

Professor Fleming proposes a different diagnosis of our balance-of-pay- 
ments ills. His principal theoretical point is that in countries at, or close to, 
full employment small fluctuations of aggregate demand “which no art of 
policy will ever be able to prevent” give rise to very large fluctuations in the 
balance of payments. One way of paraphrasing this point is te say that the 
elasticity of imports and exports with respect to changes in the national in- 
come is the higher the closer the economy is to full employment levels. Now, 
it had generally been thought that the higher the national income the higher 
the portion which is devoted to the purchase of “tertiary goods”; i.e., of 
services of various kinds most of which are supplied domestically. But the 
fact that the income elasticity of demand for imports may in the long run be 
declining as real income per capita increases is not inconsistent with Profes- 
sor Fleming’s proposition. For what he must have in mind is a situation in 
which an increase in monetary incomes is unable to call forth additional 
domestic production so that it will either result in domestic inflation or in 
higher imports or in some mixture of both. 

However, this does not yet explain the almost cyclical regularity with 
which, in the United Kingdom, balance-of-payment deterioration has been 
followed by balance-of-payment improvement, to be succeeded in turn by 
balance-of-payment deterioration. Here also Professor Fleming’s hint is help- 
ful. Under conditions of international full employment and of world-wide 
inflationary pressures, any recession of excess demand in one country (result- 
ing, say, from a cut in investment) is likely to lead to the filling of orders 
for export to other countries. Unless with this increase in exports quantitative 
restrictions on imports are eased so as to assure a leakage of domestic in- 
comes through higher imports, the country is likely soon to find itself back 
where it was as a result of the pull of incomes created by the additional 
exports. Initially, with exports having replaced investment, the balance-of- 
payments position will still be improved. But with inflationary pressures 
reawakened, exports will increasingly be diverted to the home market. 

Such a “return-to-disequilibrium” model might be of some help in account- 
ing for the type of fluctuations which we have witnessed lately. It points to 


INTERNATIONAL TRADE IN THE POSTWAR WORLD—DISCUSSION 361 


one of the most striking disappointments of recent international economic 
policy; namely, the failure to use quantitative restrictions in a flexible way 
so as to prevent sudden balance-of-payment deterioration and to mitigate the 
inflationary repercussions of overrapid balance-of-payments improvements, 
such as were experienced by the United Kingdom in 1948 and 1950. In gen- 
eral, quantitative restrictions, like fiscal policy, have turned out to be a far 
less flexible instrument than originally advertised by their sponsors. 

Finally, a comment on Professor Fleming’s interpretation of the EPU. 
With much of what he has to say, I find myself in agreement. But I naturally 
am led to focus here on a few points where this is not the case. Professor 
Fleming is “extremely dubious” of the idea that increasing the fractional gold 
payments by debtors in EPU might serve the purpose of bringing pressure 
on them to “put their house in order.” He rather thinks it will lead to the 
premature restoration of import restrictions. 

Now there may be differences of opinion as to the adequacy of the credit 
margin provided in EPU. But I find it strange that doubts should be voiced 
in general as to the advisability of discouraging countries in some way from 
running cumulative deficits with the EPU. Professor Fleming himself takes 
quite a different stand when discussing sterling area arrangements. There, in 
his opinion, he criticizes “too much compensatory finance in the system—-too 
little pressure on members, to correct domestic inflationary pressure.” The 
EPU mechanism of increasing gold payments by, and correspondingly de- 
creasing credit extensions to, debtors was precisely meant to provide for a 
slowly changing mixture of compensatory finance, on the one hand, and of 
pressure to correct domestic inflationary pressures, on the other. In cases of 
violent swings toward deficit, it has not always been possible to avoid the 
reimposition of restrictions, but all EPU countries with a dangerous cumula- 
tive deficit (Germany, Netherlands, and lately France and the United 
Kingdom) have taken strong domestic fiscal or monetary action, and in sev- 
eral cases the effect of this action on the balance of payments has been un- 
deniable. 

It is often a moot question what is the appropriate course of action when 
a country runs a deficit which can no longer be sustained by compensatory 
finance: disinflation, devaluation, or restrictions or, of course, some combina- 
tion of these devices. Under the previous system of bilateral credit agree- 
ments, when a country exhausted its credit margin it suddenly found itself 
face to face with the necessity of making 100 per cent gold settlement. Under 
those conditions, the demand for application of quantitative restrictions was 
almost irresistible. With the graduated payments system of EPU, and with 
the increasingly effective consultation procedure within the EPU Managing 
Board, a more rational choice, taking into account the various courses of 
action that are open as well as the interests of all members, is made possible. 

I now come to another point. While Professor Fleming speaks on the whole 
approvingly of the trade liberalization effort that has been given such an 
impetus by EPU, he thinks that in case of difficulties members should resort 
to concerted discrimination in cutting or expanding imports rather than to 
nondiscriminatory measures. While I can see that in a perfectly run com- 
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munity of nations concerted discrimination may have its place as a policy to 
be applied under a peculiar set of circumstances, I would rather spare our 
fledgling agency the strains that such discrimination is bound to create 
especially when sanctioned by the Managing Board. Moreover, is it not an 
optical illusion to think that when A has a deficit with B but not with C, 
D, and E, this is exclusively a problem for A and B to settle bilaterally? Is 
it not at least possible that the solution may be found more easily by pro- 
ducing shifts in A’s and B’s trade with C, D, and E, although this trade is 
perfectly well balanced? As I have argued elsewhere, discrimination, by 
throwing the whole burden of adjustment on the bilateral relationship in- 
volved, sacrifices the adjustment opportunities that could be taken advantage 
of by nondiscriminatory measures precisely because these measures do not 
pinpoint the difficulty. It is possible, and I think probable, that international 
balance, like happiness, eludes a direct quest. 

Finally, I cannot fully agree with Professor Fleming in qualifying as a 
“belief in sympathetic magic” the idea that the establishment of a free and 
multilateral payments system in Europe would contribute to the attainment 
of general currency convertibility. I readily grant that there is not the slight- 
est reason why convertibility, once started within a given area, should of 
necessity spill over outside that area through “contagion” or, to use more up- 
to-date language, through “chain reaction.” But, as far as I am aware, those 
who believed that EPU would make a contribution to general convertibility 
of currencies did not rest this belief on any such microbic or atomic re- 
actions. They merely held that EPU would make its small contribution to the 
strengthening of the European economy, this strengthening being in turn a 
prerequisite for that more intimate contact with the American economy which 
is implicit in the restoration of general currency convertibility. I have always 
thought that the connection rather than “magic” was as platitudinous as this 
and was not worth all the expenditure of emotions which it has caused. 


Rosert TriFFin: Praise is dull. I find it very hard to avoid being dull 
when called upon to comment on the two brilliant papers presented to us 
today. The only solution I have found is to be picayune rather than dull and 
to stress minor differences of approach rather than the wide area in which I 
find myself in substantial agreement with Messrs. Fleming, Despres, and 
Kindleberger. 

The first section of Messrs. Despres’ and Kindleberger’s paper will, I 
believe, easily win its battle against that favorite strawman of current eco- 
nomic literature: the Keynesian. I frankly do not see how Keynes himself 
would have failed to agree with this section; but then everybody knows that 
Keynes was no Keynesian. 

The grin on the classicist’s face, however, will vanish when he turns to the 
second part of the paper. I fully agree that the classical model of balance-of- 
payments readjustments failed to perceive the extent to which the burden 
of readjustment was unloaded by the industrial countries on the primary 
producers at the periphery. This was a central theme of Raul Prebisch’s 
work, and I have had occasion myself to develop the same point against the 
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classical description of readjustments via the discount rate. A tightening of 
the discount rate in London in the nineteenth century must have had as 
great, or greater, effects on British foreign lending than on domestic lending. 
I suspect that the consequent improvement of the British balance of pay- 
ments, if any, was then the result of an improvement in Britain’s terms of 
trade rather than in the competitiveness of British prices. This, of course, is 
just the opposite of what the classicists assumed. 

The next section of the paper discusses the pros and cons of devaluation 
versus discrimination as alternative remedies for balance-of-payments deficits, 
and section IV extends this discussion to the cure of internal disequilibria and 
rigidities in commodity and factor prices. It is here that I most deplore the 
necessary brevity of my comments. I shall limit myself to two remarks—and 
very succinctly at that. 

First of all, I feel that conflicts could be minimized if one always distin- 
guished more clearly two very distinct causes of disequilibria, calling for very 
distinct remedies. The first is the inadequacy—one way or the other—of the 
over-all level of effective demand. If full domestic employment—or, a fortiori, 
overfull employment—coincides with a balance-of-payments deficit, over-all 
demand is clearly excessive and income adjustments are right as well as 
unavoidable. The deficit country avoids actual inflation only by exporting 
abroad its potential inflation and overemployment. If, on the other hand, 
full employment—or, a fortiori, unemployment—coincides with a balance-of- 
payments surplus, over-all demand is clearly deficient and upward income 
adjustments are called for. The surplus country avoids actual deflation only 
by exporting abroad its potential deflation and unemployment. (The use of 
the words inflation and deflation implicitly refers to relative inflation or de- 
flation with respect to foreign countries. A more precise and correct argu- 
ment would require more time and space than I am allowed here.) 

There are, however, other factors of balance-of-payments disequilibria 
which may well call for selective measures designed to influence the alloca- 
tion of income or of factors of production rather than their over-all level or 
employment. 

In practice, of course, both cases are often mixed and difficult to distinguish. 
They nevertheless call for different remedies, even if they have to be applied 
in combination with one another. Many arguments for discrimination (in the 
meaning which the paper under discussion attaches to this word) would fall 
to the ground when disequilibria of the first kind are clearly diagnosed, but 
similarly inany arguments against discrimination would be recognized as in- 
valid when disequilibria are predominantly of the second kind. 

My second remark relates to the meaning of that much abused word “dis- 
crimination.” It is used here in the general sense of selective measures, as 
opposed to over-all, across the board, price or exchange readjustments. But 
selective measures need not be confined to the use of quantitative trade or 
exchange restrictions. Selective price or exchange readjustments-—the latter 
via tariffs or even multiple rates—may often provide a better way out, na- 
tionally as well as internationdlly, for economic planners as well as for 
economic liberals, than administrative restrictions. Even such traditional de- 


t 


364 AMERICAN ECONOMIC ASSOCIATION 


flationary measures as credit restrictions or taxation may well be selective 
rather than indiscriminate. As for discrimination proper, i.e., differentiation 
of import restrictions on the basis of geographical origin, I can see no valid 
argument for it except as a bargaining weapon, offensive or defensive, in 
international negotiations, or as the inevitable outcome of an absurd system 
of international settlements. 

Finally, the theoretical brilliance of the paper is matched only by what 
the authors themselves characterize as the lameness of their practical conclu- 
sions. In this, however, they may be overmodest, and I, for one, find some 
clue to more positive suggestions in what might appear at first as their most 
devastatingly pessimistic remark; i.e., that countries will accept some inter- 
national set of rules only “if the interest of each separate country, as each 
views it, is identical or parallel with the interest of all others.” (It will be 
readily apparent that the two qualifications which follow are redundant. 
Ignorance or faith in the ultimate identity of national and international in- 
terests is only a subcase of the parallelism of national interests as each coun- 
try views them.) 

I believe that a great many disappointments in international economic 
negotiations could be avoided if we confined our building—or attempted 
building—of international sets of rules to what really matters to the inter- 
national community. We do, far too often, try and impose rules of behavior 
or uniformity where such rules or uniformity are politically impossible, or 
even economically unsound, from the point of view of national interests 
without having any great significance or indispensability from the point of 
view of the international community itself. 

Although this remark is not confined to the imaginary conflict between 
the world-wide approach and the regional approach to monetary reconstruc- 
tion, it provides here a convenient transition to Mr. Fleming’s paper, since 
a parallelism of national interests is far more likely to be found within a 
regional framework than within a world-wide framework. This is because 
regional agreements are greatly facilitated by: (a@) a greater homogeneity in 
underlying conditions and problems; (5) a greater similarity in philosophical 
or emotional approach toward policy objectives; and (c) a greater degree of 
true interdependence and a keener awareness of other countries’ likely re- 
sponse—favorable or retaliatory—to one’s own policies. 

We should all be very grateful to Mr. Fleming for a very lucid review of 
two such regional efforts: the sterling area and the European Payments 
Union. 

I have very little to add to his analysis of the sterling area mechanism. | 
agree particularly with his remark about the part which time lags in policy 
co-ordination play in the size and length of the swings in the sterling area 
balance of payments. These time lags have certainly been a major factor in 
the size of Britain’s initial surpluses and more recent deficits in EPU. I 
also agree with most of his other comments in this respect, with two minor 
qualifications. He points out that additional United Kingdom imports from 
the sterling area “need not lead in the short run to an enhanced conversion 


| 

fi 
} 
{ 


INTERNATIONAL TRADE IN THE POSTWAR WORLD—DISCUSSION 365 


of sterling into dollars on the part of members of the area.” Rightly inter- 
preted, the statement is correct, but I fear it may be misleading. As far as 
net conversions of sterling into dollars are concerned, the United Kingdom 
may be absorbing imports from the area which might otherwise have in- 
creased exports to, and earnings from, the dollar area. I would also welcome 
some further comments from Mr. Fleming with regard to the basic asym- 
metry which he himself sees in the automatic credit arrangements of the 
sterling area. This one-way borrowing by a more developed country from less 
developed countries was probably offset and justified in the past by reverse 
foreign lending and investments by the United Kingdom itself. The legitimate 
claims for postwar reconstruction in Britain could also, in the last few years, 
outweigh the legitimate claims of the area for net capital imports and de- 
velopment. The point is fast approaching, however, at which the system will 
break down if it continues to build up net United Kingdom borrowings from 
its partners. 

Turning now to Mr. Fleming’s comments on the Intra-European Payments 
System, it would certainly be foolish to deny the substantial contribution 
made by the System to European recovery. Its disincentive effects and gam- 
bling features seem to me, however, to deserve more emphasis than Mr. 
Fleming is willing to give them. Let me point out only that for the three major 
participating countries—the United Kingdom, France, and Germany—fore- 
casting errors and rigidities resulted in aggravating—and even reversing—the 
disequilibria instead of correcting them. It increased France’s intra-European 
surpluses from 1 million to 298 million dollars, Germany’s deficits from 50 
million to 149 million, and turned a real United Kingdom surplus of 79 
million dollars into an accounting deficit of 241 million! 

The discussion of EPU first calls for soma minor comments and qualifica- 
tions. “The main motivation of the fractional gold payments to surplus coun- 
tries” was not “to make it worth their while to advance credit to the Union,” 
but corresponded to one of the fundamental EPU objectives; i.e., to ensure 
gradual progress toward the twin objectives of currency convertibility and 
trade multilateralism. Nor did “the fractional gold payments by deficit coun- 
tries lead” in fact “to the premature restoration of import restrictions {rather 
than] to any other results.” Germany did not restore restrictions until its 
quota had been entirely exhausted, and more than exhausted. On the other 
hand, EPU pressures contributed very much to the adoption of very extensive 
corrective measures, of an entirely different character, by Germany herself, 
the Netherlands, Denmark, etc. The only outstanding case of QR restoration 
by a country called upon to make fractional gold payments to EPU is that of 
the United Kingdom late in 1951. Even in this case, other measures, of a 
monetary character, were also adopted. Finally, the credits available for 
settlement are far more adequate—and the gold pressures less harsh—than 
a quick perusal of Mr. Fleming’s paper might suggest. Net gold payments 
by debtors since the beginning of the system average less than 10 per cent 
of their net cvmulative deficits and 2 per cent only of the sum of monthly 
bilateral deficits. Nor can they be regarded as having reached currently an 
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unbearable level. As of the end of November, only one EPU debtor (the 
United Kingdom) had reached its third quota tranche and was called upon 
to settle in gold 40 per cent of its deficits with the Union. 

Mr. Fleming feels that quota facilities are inadequate with relation to trade 
swings in Europe, and he quotes the fact that the United Kingdom surpluses 
reached at one point 70 per cent of its quota, and that its deficits in the fol- 
lowing six months totaled 80 per cent of its quota. This is true, but initial 
positions and the normal offsetting machinery of the Union settled most of 
these disequilibria; so that British surpluses never absorbed in fact more 
than 43 per cent of the British quota and British deficits never absorbed 
more than 53 per cent. Even this 53 per cent reflects for the most part ac- 
counting deficits resulting from the initial position ascribed to the United 
Kingdom and from heavy repayments of sterling indebtedness incurred before 
the creation of the Union. The real cumulative deficit of the United Kingdom 
over the first seventeen months of operations is less than 25 per cent of the 
British quota. 

The case of the Netherlands, also quoted by Mr. Fleming, calls for similar 
comments. The Netherlands ran in July into its fourth quota tranche, but is 
now back in its first tranche, and all its previous gold payments since the 
beginning of EPU operations have been repaid to it by now. 

I cannot therefore agree with Mr. Fleming’s conclusion that credit facilities 
must be substantially enlarged all across the board. This recommendation, I 
note, is in sharp contrast with his main criticism of the sterling system as 
offering too much compensatory finance and too little pressure on members 
to correct domestic inflationary pressure. EPU should not fall into the same 
trap. 

Open-end—and essentially limitless—credits of the automatic type recom- 
mended by Mr. Fleming are clearly impossible within a regional framework. 
They might be argued with more plausibility in a world-wide clearing union, 
but mere regional deficits or surpluses cannot be taken as a measure of bor- 
rowing needs or lending capacity. Such capital-rich countries as Switzerland, 
Sweden, and even Belgium were for a time debtors of the Union. Capital- 
poor countries like Italy and Portugal, on the other hand, have tended to 
accumulate surpluses in Europe. Should these two countries be called upon, 
because of this, to lend to the first three? 

Mr. Fleming’s alternative proposal is for discrimination in favor of debtor 
countries, and against surplus countries in the Union. This would be open to 
the same objection I have just raised. Moreover, any automatic application 
of this principle might easily result in rewarding systematic inflationary 
policies and penalizing countries which pursue themselves perfectly correct 
policies. 

I suspect, however, that my disagreement with Mr. Fleming is far less 
fundamental than the above remarks would suggest. We might easily recon- 
cile our differences if we could agree on the following points: 

1. The Union’s rules regarding credit arrangements or discriminatory trade 
measures should not be entirely automatic, nor geared only to the regional 
surpluses or deficits of members in Europe. They should instead take into 
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account the over-all payments position of members and the adequacy—or 
inadequacy—of their monetary and economic policies. 

2. Mr. Fleming’s prescription for open-end credits or discrimination is the 
unavoidable outcome of his summary dismissal of alternative readjustments 
methods as being practically impossible or outside the EPU jurisdiction. Be- 
fore bowing to the inevitable, however, I feel that much can still be done to 
revive capital movements, overcome jurisdictional hurdles between EPU and 
the IMF about the use of exchange rate adjustments, and develop other 
market mechanisms of a selective nature as alternatives to quantitative 
restrictions and discrimination. 

To be quite concrete, I would welcome Mr. Fleming’s reaction to the fol- 
lowing proposals: 

1. The role of international short-term compensatory finance should be 
vastly increased, not by automatic and open-end credits, but by the follow- 
ing measures: 

a) Private lending should be encouraged by a series of measures designed 
at removing fears of exchange depreciation if possible, and at overcoming 
them in the meantime. For instance, exchange guarantees in terms of the 
European unit of account and international commitments with respect to 
the transfer of interest, dividend, and amortization could be applied to any 
capital movement certified by EPU as conducive to a better equilibrium in the 
members’ balances of payments. 

6) Automatic credits could be expanded if measures were taken to ensure 
their use as swing credits rather than frozen credits of a permanent or semi- 
permanent character. For instance, EPU could provide for gradual amortiza- 
tion over three years of any claims or indebtedness which have been outstand- 
ing on its books for more than a given period of time. 

c) EPU should be under a definite obligation to provide cushioning as- 
sistance to members in difficulties, provided that agreement can be reached 
between the member and the Managing Board on an adequate program of 
readjustment and rehabilitation. Necessary resources for such assistance 
could be provided by: (1) contributions of EPU creditors—and possibly 
ECA—to a special assistance fund; (2) settlements to EPU creditors in the 
form of convertible accounts in lieu of cash, such convertible accounts being 
freely available to meet deficits—but only to meet deficits—in any currency 
area whatsoever; (3) rediscounting with the IMF of excess liquidities in 
member currencies or in third currencies available to EPU or its debtors. 

2. If resources for the above purposes are inadequate, or if the country 
disagrees with EPU on the corrective measures to be applied, but only in 
these two cases: 

a) A creditor country in excess of its quota will have to choose between 
making additional credits available to EPU or accepting group discrimination. 

5) A debtor country in excess of its quota will receive no credits, but will 
be authorized to restore restrictions against other members on a nondis- 
criminatory basis. Such restrictions, in my mind, should rather take the form 
of tariff restrictions or even multiple rates in preference to QR’s, but unani- 
mous agreement on this point would be difficult at this stage. 
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3. Finally, a study of all alternative readjustment measures should be 
undertaken as soon as possible and an end be brought to the present jurisdic- 
tional conflict, suspicions, and lack of co-operation between the IMF and 
EPU. 

The above proposals sketchily outlined are confined to those on which 
agreement among all EPU members could be reached without undue delays 
and difficulties. Other, and longer-term, measures such as a closer monetary 
integration of Europe, further developments in the relations between EPU 
and the sterling system, the accession of the United States to EPU, funda- 
mental reforms in the structure of the IMF and EPU, etc., are too con- 
troversial and certainly too far distant from the papers under discussion to 
deserve more than a passing reference and a courteous nod on the present 
occasion. 
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WAGES, MANPOWER, AND REARMAMENT 


GOVERNMENTAL WAGE RESTRAINTS: THEIR LIMITS 
AND USES IN A MOBILIZED ECONOMY 


By CLarK Kerr 
University of California at Berkeley 


Wages are almost never, in the strict sense of the word, stabilized. 
The situations in which they might be—a static, traditional economic 
system or one under absolute dictatorial control—lie outside our 
current interest. Even in a democratic state with a dynamic economy 
they are, however, almost always restrained. The employer, acting 
under the whip of economic forces, is the customary agent of restraint. 
The union, acting primarily under the impact of political pressures, is 
an important agent under certain restricted circumstances. The gov- 
ernment, however, is frequently the chosen instrument of restraint in 
a mobilized economy. 

The discussion which follows will be concerned, first, with a discus- 
sion of the parties to the wage restraint bargain in a mobilized econ- 
omy; second, the upper and lower limits of a governmental policy of 
wage restraint; and third, the circumstances which will place the policy 
at one or the other of these limits or somewhere in between. At the end 
a few comments will be made on developments of the past year. 


The Parties 


Wage restraints are exercised through people and institutions and a 
realistic appraisal of the possibilities requires an analysis of their likely 
behavior. If we are to assume reality, of what does this reality 
consist? 

The Employers. Speaking broadly, the employers of the fifties differ 
from their counterparts of World War II in at least two major re- 
spects: they believe that industrial peace pays and they have a certain 
kind of faith in the government. Both of these observations, but partic- 
ularly the latter, require some explanation. Industrial warfare was 
costly; and it was found that concessions, particularly of wage in- 
creases, to the unions were not as burdensome as once thought. Even 
without industry-wide bargaining, wage increases spread quite uni- 
formly throughout an industry; so that the first man to make a settle- 
ment is not for long, if at all, in an unfavorable competitive position. 
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Nor will government allow industry as a whole to be severely caught 
between the nether millstone of higher labor costs and the upper mill- 
stone of a fixed volume of effective demand or rigidly set price ceilings. 
Here is where the faith comes in; and this faith is that neither fiscal 
and monetary policies will be so restrictive nor price ceiling so inflexible 
that the added costs cannot largely be offset by higher prices with 
unreduced volume. The faith goes beyond the current arrangements to 
the post-mobilization period, and it is widely believed that the govern- 
ment will support the higher cost structures when that time arrives. All 
this is based on the conviction that government must be more dedicated 
to maintenance of full employment than of the price level. 

There is an exception to this, however. In a period of imminent dis- 
aster, which is defined a little later, the government would act quite 
differently. It might impose a strict pay-as-you-go program or expendi- 
ture rationing or remove “pass-through” pricing formulas, but this 
would be only for the duration of the crisis and simultaneously the wage 
policy would also be tightened. In the meantime, employers have no 
great incentive to exercise strong wage restraints and when the crisis 
comes others will take on this responsibility. Employers behave best as 
cost controllers when faced with a scarcity of effective demand either in 
fact or in prospect. Their vision of industrial peace at the cost of wage 
increases is not today daunted by the terrors of bankruptcy; and their 
faith in government is a faith that moves wage levels. 

The Unions. The two crucial factors on the union side are that the 
unions are mature enough to be wage conscious and responsible enough 
to their members to want wage increases. Their maturity means that 
they will no longer forego wage increases for the sake of improved 
institutional security, as they did in World War II, although the union 
shop is still worth some money. Their contracts are already fairly well 
stocked with fringes, although pensions and health and welfare plans 
are still spreading. The wage and the wage alone is more nearly the sole 
center of interest. This means that the wage line can less readily be 
held by creating diversions elsewhere as did the War Labor Board. 

Further, the unions are responsible—to their members; and their 
members want wage increases from their unions. The general wage in- 
crease is particularly important if the mobilization effort starts, as it 
has this time, from a base of full employment rather than mass unem- 
ployment as in World War II, for maintenance or improvement of the 
standard of living must come more from it than from raising hours to 
normal levels, moving from unemployment to employment, or employ- 
ing secondary workers in the family. 

We have in the United States no fully developed union movement, 
in the European pattern, with its labor party branch, and so the only 
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people the unions must and should be responsible to are their members. 
Only when the unions develop a political party do they become widely 
responsible to the whole economy, for then one of the “memberships” 
to which they appeal is the electorate. Unions are particularly “re- 
sponsible” when their party is the government. Then and only then are 
they likely to approach the economists’ definition of a “responsible” 
union: one which hesitates to ask for a wage increase for fear of up- 
setting the economy. For then they must not only get employers to 
agree to wage advances but a majority of the electorate must be per- 
suaded of their desirability, and the latter is the more difficult feat. Only 
when unions are more concerned with broad political gains than narrow 
wage advances will they be really responsible. 

To be fully responsible in this sense, it is not enough, as is sometimes 
suggested, that the unions be highly centralized and capable of making 
a single national bargain, but they must also be in a position of appeal- 
ing to a wider constituency than their own members. Thus it is not alone 
the centralization of the union movement in Norway which makes it re- 
sponsible but also the fact that the labor party is in power; and in 
England, where the unions are much less centralized, they also have 
acted comparatively responsibly when the labor party constituted the 
government. The more political unions become, the better the econo- 
mists like their actions, for they start bargaining actively with the 
electorate as well as the employer and the former sets the higher value 
on over-all price stability. 

American unions bargain with employers and represent the short-run 
sectional interests of their members as workers. (In discussing the like- 
ly “responsibility” of unions, three questions need to be raised: On 
whose behalf are the unions bargaining—their own individual member- 
ships, all organized workers, or all workers? With whom are they bar- 
gaining—their own individual employers, all employers, or the elec- 
torate? Of what time span are they thinking—the short run or the long 
run? As unions move from the first to the last of each of these possibili- 
ties, they are likely to become more “responsible.”) This self-interest 
does not mean that they have no concern for the public welfare when 
public and sectional welfare diverge, but only that the self-serving in- 
terests of their constituents are uppermost. These private self-interests 
can be damaged by ill-advised actions which adversely affect elections 
or the passage of laws; and in a real national crisis the members sub- 
ordinate their immediate individual interests to the more general re- 
quirements of national well-being.’ 


*For an illuminating discussion of political ceilings on wage demands, see Melvin W. 
Reder, “The General Level of Money Wages,” Proceedings, Third Annual Meeting, In- 
dustrial Relations Research Association, 1950. 
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Until the recent postwar period, American unions had never had 
great power in an inflationary period. They discovered that sizable 
increases could be obtained for their members under such conditions 
and that union wages could be kept up with or ahead of the rising cost 
of living. However valid this experience may be for a mobilized econ- 
omy, inflation is not now considered such a disaster as when it was as- 
sumed that wages must always lag behind rising prices. 

The Public Members. At this point I should like to make three as- 
sumptions (the second of which will be temporarily relaxed a little later) 
which I believe to be realistic about the agency which will administer 
government wage restraints. First, it will be tripartite, although if it 
were not, there would probably be little change in basic policy except 
as caused by reduced skill in development and reduced acceptance in 
application, Second, it will be devoted solely to wage controls (including 
the handling of disputes), for if the same group of people were to 
administer wage and price controls, then their interests would be more 
mixed than if wages alone.” The labor members would want at one and 
the same time to be tough on prices and soft on wages; and the indus- 
try members the reverse. Third, the partisan (industry and labor) 
members of the board faithfully reflect the general sentiments of the 
group from which they are chosen. If they do not, they probably will 
not survive long as members, but while they do they may greatly affect 
policy development. 

The public members essentially are mediators and they mediate pri- 
marily between the labor and industry members of their board who 
(according to the third assumption above) represent the general in- 
terests of unions and management respectively. (There are two other 
views of the public members: (1) they directly represent the public 
interest in stabilization and are the guardians of the public interest 
against the special interests of industry and labor; and (2) they are the 
representatives of industry and labor against the consuming public and 
are useful to the parties by placing their “Good Housekeeping” seal 
on the actions of the parties. According to the latter view, it is essential 
that the public believe in the integrity of these keepers of this seal, but 
at the same time the seal should be available upon demand by the 
parties. ) 

Public members are chosen usually from among the experienced 
people in the field, and the experienced people are all, in part at least, 
mediators, else they could not have gained much experience. Even if 

*For a discussion of the relationship between administrative arrangements and policy 
see Murray Edelman, “Hypotheses on the Relation between Governmental Organization 


and Labor Policy” (paper presented before session of American Political Science Associa- 
tion, San Francisco, August, 1951). 
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mediating were not their inclination and often also their part-time 
occupation, the situation would require them to mediate. They like to 
get along as well as possible with the people they live with every day. 
They cannot fire the industry and labor members, but the industry and 
labor members can withdraw their approval of them. Moreover, the 
industry and labor members can withdraw from the board and stop its 
operations. Labor withdrew from the Defense Mediation Board early in 
World War II and it ceased functioning; three times the War Labor 
Board in the last war was threatened with disruption;* and the industry 
members withdrew very briefly and informally from the Wage Stabil- 
ization Board early in 1951 and the labor members for a longer time 
and more formally. 

The first imperative for the public members is the survival of the 
board, and this requires that their actions be as acceptable as possible 
to the labor and industry members. In a specific dispute case, also, the 
dominant concern is to get the case settled, provided it can be settled 
in a manner which will not disrupt the board. Only under the most 
compelling circumstances, such as might arise out of relations in the 
coal or steel industries, will the public members endanger the cohesion 
of the board for the sake of settling a single case. It might be necessary, 
for example, as in the case of the National Defense Mediation Board, 
in order to avoid a national coal strike, for the public members to sup- 
port a settlement which would disrupt the board. The public members 
must of necessity, if they are to hold the board together, be more con- 
cerned with what is acceptable to the labor and industry members than 
with what is acceptable to them as individual citizens, if this happens 
to be at variance. In acting in this fashion, they are serving the public 
interest in preventing or settling disputes, in avoiding challenges to the 
authority of government, and in preserving collective bargaining; but 
they may not be stabilizing the level of wages. If the unions want sub- 
stantial wage increases and the employers are willing to grant them, 
then the policy of the board will be set to permit them; and if the 
unions are willing to forego substantial increases and employers fight 
them, then the policy will reflect these circumstances, too. If the ac- 
ceptable compromise is not effective stabilization, stabilization is more 
likely to be ignored than the compromise. 

There is one situation, however, where the acceptable compromise 
and effective stabilization will be very much the same thing. During a 
time of imminent disaster, an over-all settlement of stabilization policy 
is likely to be negotiated formally or informally at the Presidential or 

*See William M. McPherson, “Tripartitism,” Problems and Policies of Dispute Settle- 


ment and Wage Stabilisation in World War II (U. S. Department of Labor, Bulletin 1009, 
1951), p. 256. 
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Congressional level, and this will lower the level of union demands and 
employer concessions. Under these conditions, the public members can 
aid in the development and application of the over-all settlement. Thus 
the public members are not wage stabilizers but stabilizers of relation- 
ships; and in the course of performing this latter function they may 
also restrain wage increases. The public is not an independent force at 
work on the public members except in a crisis and then through the 
person of the President or through Congress. I neglect here the Di- 
rector of Economic Stabilization or his equivalent, for he cannot pre- 
vail over the wishes of a tripartite board except as he represents the 
wishes of the President. 

The public members are given two assignments which normally are 
contradictory in their requirements: to mediate and to stabilize. As 
mediators they are supposed to help industry and labor reach a mu- 
tually acceptable bargain. As stabilizers they are expected to represent 
in the area of wages the anti-inflationary interests of the public. We 
have explored above the wage restraint interests of the employers and 
the unions. The public interest in wage restraint remains to be stated. 
The ideal wage restraint policy may be rather rigidly defined as one 
which maintains stable efficiency wages—wage rates rise only with 
rising productivity. Changed wage rates, under such a policy, would in 
and of themselves have no inflationary effects either by raising per 
unit costs or per unit effective demand. 

We may speak of two wage policies: the union-management wage 
policy, which is that policy mutually most acceptable to these two 
parties, and the public policy as just set forth. Let us assume, as is very 
likely to be the case, given the interests of employers and unions as we 
have seen them above, that the union-management policy is substan- 
tially above the public policy. Then the public members have two 
alternatives. One is to insist on the public policy and then they will 
shortly cease to be public members; and the other is to help discover 
and then adopt the union-management policy. The latter is by all odds 
the more likely course, but it leaves the public members in the un- 
enviable position of accepting a wage policy above the level of public 
policy. The only way out of this difficulty is to bring the level of the 
union-management policy down closer to the public policy, and there 
is very little the public members can do about this. 

There are two general situations where the two policies are likely to 
be brought closer together: first, where the same tripartite board de- 
termines wage and price policy and thus where the unions may settle 
for lower wages in return for controlling the employers’ prices; and 
second, where, in a crisis, the President or Congress brings about an 
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over-all stabilization settlement among the various parties at interest 
in our economy. 

The clean-cut answer to the dilemma of the public members is to 
give them a single assignment—mediation of the union-management 
policy;* and to assign to the President and Congress responsibility, 
when the occasion demands, for creating a situation in which the union- 
management policy can be as close as possible to the public policy. The 
public members should be viewed as the neutral members of the board 
—neutral as between industry and labor—and not as the representa- 
tives of the public. They are not directly responsible to the public, but 
to industry and labor; and even if they were, they have not the tools at 
their command to discharge such responsibility effectively. Their 
central responsibility is to the joint desire of management and labor to 
accommodate their separate interests sufficiently to permit them to 
live together. 

Reference throughout has been to the public members of the Na- 
tional Board. The public members of the regional boards (and case 
analysts at both the national and regional levels) have quite a different 
role to play. They are not to mediate between the parties before them 
but to enforce in individual cases the national wage restraint bargain 
made by the public members of the National Board. Their task is the 


faithful administrative application of this bargain. Their greatest virtue 
is the staunch defense of the integrity of this bargain; and their great- 
est crime is its violation. 


The Limits 


Given the employers, the unions, and the public members as they 
are, what are thé lowest and highest levels of wage policy which may 
realistically be expected? We are concerned here with policies and not 
with the specific wage increases which these policies will permit in 
actual situations. 

The Lower Limit. In World War II the key wage stabilization policy 
was the Little Steel formula. Its purpose and to a lesser extent its con- 
sequence was to break the connection between rises in the cost of living 
and general increases in wages. The conditions which permitted the 
survival of the Little Steel formula cannot again be duplicated in the 
United States: the advent of a war in the midst of an unresolved 
gigantic conflict between large-scale industry and new and insecure 
unions, and in the wake of a great depression. Mass conflict and mass 

*This is both an immensely difficult assignment, because of the great heterogeneity of 


interests on both the union and management sides, and an immensely useful function, 
because of the importance of preserving domestic tranquility. 
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unemployment set the stage for the successful defense of the formula. 
Employers were predominantly antiunion and they fought wage in- 
creases as part of the battle against unionism; and they expected a 
postwar depression and did not want to get caught with high wage rates. 
The unions quite regularly took a union security item such as a main- 
tenance-of-membership clause or some of the many new fringes, like 
vacations with pay, in lieu of greater wage increases. Union members, 
with a decade of depression behind them, settled for better jobs or even 
jobs at all and overtime pay and did not insist that general wage changes 
keep up with the cost of living. The recalcitrance of the employers, the 
insecurity of the unions, and the depressed condition of the workers 
made possible the Little Steel formula. With the union-management 
wage policy set at low levels, it did not substantially exceed the level 
of public policy and the public members could both mediate between 
labor and industry and serve the anti-inflationary interests of the 
public. Even then, however, tight wage policies, such as Executive 
Order 9328, had to be foisted on an unwilling Board and on the public 
members by the President or his representatives. Employers are no 
longer so recalcitrant, unions so insecure, and workers so docile and, 
as a consequence, tight governmental wage restraints are no longer so 
possible. 

Since the conditions which permitted the Little Steel formula are not 
likely again to occur, in all likelihood the tightest formula which could 
survive more than very temporarily is one which ties changes in wages 
to the cost of living and beyond that allows little or nothing. A cost-of- 
living formula itself can be either tight or loose depending on the nature 
of the index, how the base date is manipulated, the tie-in between the 
index and wage rates, and the lags which occcur. A tight application 
would include substantial lags in adjustments either through delayed 
adjustments on a time basis or by withholding them until the index had 
made substantial gains. What is necessary, however, is the assurance 
that wages will be adjusted in some fashion to offset rises in the cost of 
living. 

There is one dominant reason for believing that stabilization policy 
will be tied to cost of living. The cost of living is the most universally 
accepted basis for wage adjustments in a period of rising prices. In all 
the democratic nations at war in World War II, including Britain and 
excepting the United States, a cost-of-living relationship of one kind or 
another was the keystone of the wage stabilization program. Since the 
war, in each of the democratic nations which has had a formal wage 
policy by agreement of the parties or by government action or a com- 
bination of both, adjustment of wages in some fashion to reflect the 
changes in the cost of living has been the basic principle. While this is 
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the likely lower limit for policy, this does not mean that wage increases 
would be low in amount, since if prices went up substantially wages 
would also. 

The Upper Limit. The upper limit can be stated almost as precisely: 
a policy which permits adjustments in line with what would happen 
normally in a full but not overly full employment economy. What would 
happen normally under these conditions? Wages would rise roughly in 
line with the rise in the cost of living, if any. Beyond that there would 
be a rise in the real value of the hourly rate. In the five countries which 
he studied for the period 1860 to 1939, Phelps-Brown found that real 
wages rose persistently from year to year by about the same amount. 
For the United States the annual increase was a little over 114 per 
cent. Further, certain adjustments take place in rates between jobs and 
between plants for the sake of greater “equity’’; and fringe benefits are 
improved somewhat. 

This suggests that the highest policy would be one which allowed 
wage offsets to the cost of living on some reasonable and not spurious 
basis; an additional adjustment, whether called an “improvement 
factor” or not, which would allow real hourly rates to rise the normal 
amount; corrections of bona fide intraplant and interplant “inequities” ; 
and improvements at the customary pace in fringe benefits, which at 
the present time means some limited extensions of pensions and health 
and welfare plans. In addition, such a policy would include provision 
for normal day-to-day wage movements involving individual employ- 
ees: promotions, merit raises and the like; and for the elimination of 
substandard rates of pay. 

This policy is defined as the upper limit for a general wage policy 
primarily on the belief, which may be a mistaken one, that it is an ac- 
ceptable maximum to the important unions in the nation (with perhaps 
a few notable exceptions). This assumes that the situation is such that 
the unions are willing to accept some policy. They may, of course, be 
unwilling to accept any policy at all. This policy makes more than 
nominal gains consistently available; and allows the wage structure 
to continue its life largely undisturbed. At the same time, anything 
beyond these over-all limits would appear unreasonable to much of 
industry and would certainly embarrass the government. There is no 
automatic mechanism, but only likely acceptance, which makes this the 
upper limit policy. 

Is This Wage Restraint? The first policy, while leading in some 
sectors, such as government, to more rapid rises if the cost of living is 
rising, would, on balance, most assuredly dampen wage increases, but 


*E. H. Phelps-Brown and Sheila V. Hopkins, “The Course of Wage Rates in Five 
Countries, 1860-1939,” Oxford Economic Papers, June, 1950. 
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is the second any wage restraint at all? It would probably not reduce 
significantly or at all the key bargains in our economy, for they would 
probably not exceed these limits; and in the periods when this policy 
is appropriate, they are not likely to be restrained very much in any 
event. What it would do would be to keep the non-key bargains in line 
with the normal pattern. Rather than control only the key bargains, as 
has sometimes been suggested, it would make more sense to control only 
the non-key bargains. For it is some of them which tend to get out of 
line in a period of overly full employment: a union is “on the make” or 
decides to take full advantage of its unusual bargaining position; or 
employers try to hold their labor in or recruit more labor to low wage 
plants or industries. 

The nation’s normal wage structure is generally a good one for the 
purpose of a mobilized economy. It provides substantial differentials 
for the construction and heavy industries over service trades and the 
light industries, and this aids recruitment into the essential lines. The 
problem is to hold down the rates in the less essential areas and thus 
to preserve the normal and useful differentials. Fortunately the people 
who can best be restrained—the unorganized employer and the small 
union—are the ones who most need to be restrained from breaking 
through the normal hierarchy of differentials. (While they can be re- 
strained most easily at the formal level, they are, however, the ones 
most likely to evade the regulations and create an enforcement prob- 
lem.) Not only does it have unfortunate results for manpower alloca- 
tion if they do, but such actions would upset normal wage relationships 
and cause union and employer unrest. 

One of the great contributions of the upper limit policy would be the 
restraint of the individual runaways. If this were done, wage adjust- 
ments for the sake of manpower allocation would be largely unneces- 
sary, for the customary wage structure has already made them. There 
are important exceptions to this where a plant or industry or region 
has its character radically changed; for example, if an atomic bomb 
plant is introduced into a low-wage area. The central theme of this 
policy is to restrain those who both can be and need to be restrained. 
It would hold wage movements in an overly full employment economy 
to the pattern of a full employment economy. 


The Periods 


We are dealing in a field where every case may be a special case, as 
was the situation in World War II. The factors to be considered are 
numerous, complex, and changeable. While realizing that no great 
precision is possible, there are three generalized periods in a mobilized 
economy which it seems most useful to posit in gaining an understand- 
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ing of wage policy. To each of these periods a fitting wage policy is 
related. This will be an ex post view of what to the policy maker is 
always an ex ante situation. 

The Pre-crisis Period, This is the typical period of preparedness, of 
the garrison state, of the continuing “cold war.”’ The percentage of the 
nation’s capacity devoted to military ends is above the peacetime 
normal and there is likely to be mild inflationary pressure. But there is 
no war and no public sense of imminent threat. Relatively little over- 
time is being worked. The unions are not willing to give a no-strike 
pledge, nor the employers a no-lockout pledge, although it might be 
held that membership in a tripartite board is the equivalent of a limited 
no-strike and no-lockout pledge, in that labor and industry, so long as 
they remain represented on the board, are declaring their general ac- 
ceptance of the program and thus disclaiming a general attack on it. 
Wage restraint can be only minimal, for the unions in the absence of 
a no-strike pledge are declaring their individual right to revolt against 
any restraints. The public and the government in the face of this will 
settle for industrial peace. 

What is the proper wage stabilization policy in a period such as this 
when wages cannot be stabilized? The only likely policy is the upper- 
limit policy described above—a policy which tries to preserve the 
normal full employment pattern against the effects of individual run- 
aways. Such a policy would provide a degree of equity in the treatment 
of wage earning groups, prevent unwise pirating of labor, and preserve 
customary differentials for the sake of manpower reallocation. It would 
be largely acceptable to the unions and thus serve as the basis for the 
settlement of wage disputes disrupting or threatening to disrupt es- 
sential industries; and at the same time it would not cause disputes 
either by leading too far in advance of what the employers would be 
willing to grant under the circumstances or by falling too far below 
what the unions could accept. For the sake of these purposes some un- 
certainty in the specific actual policies is probably desirable. A policy 
with some indefiniteness gives both the parties and the board more 
leeway to meet the needs of individual cases. It is a policy which the 
powerful unions would in all likelihood be willing to see applied against 
less powerful unions which tried to get out of line. The public, which 
likes to see something done, would think it saw something being done; 
and the existence of a wage policy makes price control politically pos- 
sible. The suggested wage policy will make the unions less interested 
in pressing for effective price control, but strict price control under the 
conditions assumed here is somewhat unlikely anyway. None of these 
purposes can be served as well by the voluntary control through ex- 
hortation recommended by some, for its range of usefulness is so nar- 
row as to be almost nonexistent. 
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It is the nature of this policy that it is not “tough,” and in being 
loose, particularly if it is in large part self-administered, is not so 
subject to certain of the standard attacks of some economists against 
direct controls: the red tape, the faulty allocation of resources, and the 
temporary postponement of inflation and thus also of adequate fiscal 
and monetary measures. Particularly by not raising grave enforcement 
problems, it saves strong direct controls for emergency use later on, 
while providing the ready-made machinery for their application. Severe 
direct controls wear out relatively quickly and it is best to preserve 
their availability for a time when they may be greatly needed. 

This policy would permit a mild inflation from wage sources if other 
factors were favorable, since it would allow the raising of both costs 
and purchasing power per unit of product, and without causing unem- 
ployment this could not be fully offset by fiscal and monetary measures. 
It would not, by itself, force a substantial inflation; and a mild infla- 
tion can make a contribution in drawing forth resources and satisfying 
the powerful groups in society, provided it does not get out of hand. 

The full possibilities of this upper limit wage policy may not be 
continuously exploited. In advance of Congressional action on an im- 
portant law, as in the case of the Defense Production Act of 1951 or 
the presidential elections in 1952, the unions have and will act circum- 
spectly. Also, if there is a lull in economic activity (for example, as 
consumer and business inventories are reduced), the employers and 
the unions alike may proceed rather slowly. 

The Crisis Period. The crisis period is one of imminent danger to the 
nation either because a major war has broken out or because one is 
thought so impending that a sudden and drastic jump in the percentage 
of national capacity devoted to military purposes is required, or because 
inflation is proceeding at so rapid a pace that the consumers have mobil- 
ized effective pressure against the government. This is the moment for 
the over-all political settlement by the President or Congress. This 
settlement would no doubt include readjustments in price policy affect- 
ing farmers and businessmen and in fiscal and monetary measures. Part 
of the settlement would probably be a no-strike pledge which is the 
sine qua non for effective wage restraints. At this point, the wage policy 
could probably be moved precipitously from the upper limit to the 
lower limit; and administratively should be turned from self-adminis- 
tration to bureaucratic control. For bureaucratic control can delay wage 
movements for at least six months. Some consider the great contribu- 
tion of the War Labor Board to have been the paper curtain it set up 
against wage increases, 

Such a strict wage policy probably could not be held for very long, 
but while it was held, time would be gained for the market and for 
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government controls to redistribute resources to meet the changed 
demand without violent wage movements and for fiscal and monetary 
controls to take effect. It is assumed that strict manpower and materials 
controls would be imposed during such a period. 

The Continuing Crisis. Such a strict wage policy is best fitted for the 
original crisis period. It would soon wear out under the impact of union 
challenges, employer violations, and growing antagonism to controls. 
The memory of World War II at the present time gives rise to a certain 
cynicism about the effectiveness of enforcement. Unfortunately, a 
mobilized economy cannot always count on having a fresh and in- 
experienced generation with which to work. The “disequilibrium sys- 
tem” worked so well in World War II because it was so virginal. 

Both because the line could not be held indefinitely and because 
other anti-inflation controls are more effective and desirable economic- 
ally over the longer run, it would be likely that the wage policy would 
rise again, perhaps slowly at first, from the lower limit toward the 
upper limit. This would be the most difficult and perplexing period for 
the board. 

The Three Periods. Viewed broadly, then, there appear to be three 
general situations—the pre-crisis, the crisis, and the continuing crisis 
periods—with a wage policy of the normal full employment pattern for 
the first, of a strict cost-of-living formula for the second, and a gradual 
movement from the latter toward the former for the third. Price sta- 
bility is the key to wage stability in each of these periods and under 
each of these policies. Since prices are most likely to be stable in the 
crisis period, under the impact of the whole complex of policies ap- 
propriate to such a period, wages are likely to be most stable also. 

A wage policy in a mobilized economy is supposed to perform several 
completely inconsistent functions: prevent inflation, allocate resources 
effectively, draw forth additional resources into the market, impose 
equality of sacrifice, settle disputes, preserve collective bargaining, and 
maintain unions and their leaders in unimpaired condition. One nice 
thing about these tests is that almost no conceivable action of a gov- 
ernmental wage board could fail to find support among them. Ob- 
viously the board will pick and choose. In the pre-crisis period it will 
look more toward industrial peace, in the crisis period to wage rate 
stability, and in the continuing crisis period from the one to the other. 
The only time, however, when it will look strongly toward wage sta- 
bility is in a crisis period when wage stability and industrial peace are 
made compatible by an effective no-strike pledge. 

Before turning to some comments on the current situation, I should 
like merely to note that while I have talked about three periods, certain 
fitting policies, and restricted basic factors, there are certainly other 
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situations such as invasion and a post-crisis period, other policies such 
as the “iron ration,” and other possible factors such as a revolutionary 
union movement. 


Wage Restraints in the Current Mobilization Economy’ 


In relation to the developments of the past year, there are three 
central questions: What were the major policy alternatives before the 
Board? Has the Board been an independent force to raise wages? What 
are the proper tests of the Board’s performance under current condi- 
tions? 

The Major Alternatives. The Board never considered adopting a new 
Little Steel formula which would break the connection between wages 
and prices. At the outset the Board had before it two major alterna- 
tives: a modified Big Steel formula and the General Motors formula. 
The Big Steel formula was a 10 per cent increase; the General Motors 
formula called for automatic cost-of-living escalation and an improve- 
ment factor. The Board adopted, as a first approximation, a modified 
Big Steel formula. As it turned out, this was not as approximate as we 
thought. It provided for a:10 per cent wage ceiling at a time when the 
cost of living had risen by 8 per cent, and for a review of this ceiling 
when new cost-of-living figures became available. When this turned out 
to be unacceptable, the General Motors formula became, in substance, 
the new ceiling. The Board has not yet located its own stabilization 
points but rather has accepted the points set by the steel, auto, and, 
to a lesser extent, coal bargains. 

Has the Board Raised Wages? The Board has been referred to as the 
“Wage Ratchet Board’’ and the “Wage Stimulation Board.’* Un- 
doubtedly some bargains have been at higher levels because of the poli- 
cies of the Board. Essentially what the Board has done is to take the 
top national bargains and turn them into governmental policy. In this 
form, these bargains have had more attractive power to all sorts of 
people than they otherwise would. If in the name of industrial peace 
the key bargains are accepted and if in the name of equity the same 
standards are set for others, then some wages will be drawn up closer 
to the levels of the key bargains than would otherwise happen. The 
alternative would be to discriminate by having one set of rules for the 
powerful and another for the weak. However stabilizing this might be, 
it would soon be the object of vehement protest. 

*For genera] reviews of the work of the Wage Stabilization Board, written from con- 
trasting points of view, see George W. Taylor, A Report on Wage Stabilization (National 
Wage Stabilization Board, August 31, 1951); and Herbert R. Northrup, “The Wage 
Stabilization Picture,” Manageraent Record, Novetnber, 1951. 

* See reference in William S. Hopkins, “Wage Stabilization: Policy and Programs” (paper 


presented before the Western Economic Association, Santa Clara, September, 1951). 
*See reference in Richard A. Lester. “Wage Troubles,” The Yale Review, Autumn, 1951 
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While setting a higher target for some, the policy of the Board has 
restrained others. Cases have been modified or denied; and parties 
have settled for less than they otherwise would knowing that their cases 
would be modified or denied if they did not. On balance during the past 
six months, which have been marked by a lull in business activity, I 
am inclined to think that the elevating effect has been greater than the 
retarding effect. (The two effects together have helped preserve the 
customary differentials in the wage structure: government employees 
are receiving somewhat more and textile workers somewhat less than 
they otherwise would.) This is, however, a narrow view to take. The 
higher policy levels were essential to industrial peace and were required 
to afford to labor treatment equivalent to that accorded industry and 
agriculture under the Defense Production Acts of 1950 and 1951. 

Tests of Performance. Wage restraints can have only a relatively 
minor effect on the total wage and salary bill of the nation. In World 
War II, changes in basic wage rates were responsible for only about one- 
third of the increase in weekly earnings in manufacturing;*® and pay 
rolls were additionally increased by added employment. Because the 
work week has gone up so little as yet this time, changes in basic wage 
rates have been a more dominant factor, but about half the increased 
nonagricultural pay roll in 1951 over 1950 is due to increased employ- 
ment alone.”® The chief reliance in controlling effective demand arising 
from wages and salary payments cannot be placed on wage restraints. 
They affect only rates. Earnings and pay rolls would rise even with 
steady rates; and rates cannot be held steady. 

Appropriate tests in the current situation in judging the performance 
of the Board are these: How well has it preserved the normal full em- 
ployment wage pattern? Has it contributed to industrial peace? Has it 
held its policies tentative so that they could easily be adapted to meet 
a crisis need without breaking commitments? Has it adequately ration- 
alized its policies for the pacifying effects which such rationalization 
can have on the expectations of the populace? Aside from noting that 
the Board of late has been very adept at divining where the parties 
will be and getting there first with a permissive policy and has kept its 
policies tentative and explained them well to the interested public, I 
should like to comment briefly on the first question. The normal full 
employment wage pattern is a realistic upper limit for wage restraint 
in a period such as this, and the Board has kept generally within this 
pattern. It can, while staying within this pattern, round out its policy 

*See Joha T. Dunlop, “An Appraisal of Wage Stabilization Policies,” in Problems and 
+ of Dispute Settlement and Wage Stabilization During World War II (op. cit.), p. 


“ “National Product and Income in the First Three Quarters of 1951,” Survey of Current 
Business, November, 1951. 
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by permitting an extension, in some fashion, of the General Motors 
“improvement factor.” It seems both likely and fitting, if somewhat 
unstabilizing, that it should do so. 

A final word on the role of the economist as a policy maker in the 
area of wage restraints. The public members on a wage board should 
be above all else good mediators and the ideal mediator cares mostly 
about the fact of an acceptable settlement. The economist qua econ- 
omist is apt to care too much about the content of the settlement, al- 
though acceptability is, and by the nature of the situation must be, the 
ultimate reference. The general public should look to the public mem- 
bers to mediate industrial peace and to the President and Congress, if 
anywhere, to stabilize the economy. 


{ 
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SOME PROBLEMS OF MANPOWER ALLOCATION 


By W'1i1AM HABER 
University of Michigan 


I 


There is no precedent for the manpower problem of the present 
period; its duration is uncertain; defense manpower needs compete 
with a vigorous high-level civilian economy; strong patriotic motiva- 
tions are absent; strategic considerations and production delivery dates 
are flexible; the case for manpower controls is not clear. 

All-out war has a reasonable terminal point. It calls for total mobil- 
ization, a high degree of sacrifice, and maximum exertion. There is with 
it, however, the promise that the crisis may come to a conclusion in a 
relatively brief period of time. The present emergency, as far as anyone 
can predict, may last for. an indefinite period; some have suggested a 
decade or two and others a generation or more. Under conditions of 
total mobilization, the requirements for national security naturally re- 
ceive the highest priority. There is little hesitation in curtailing less 
essential civilian activities and in imposing limitation orders on produc- 
tion and allocation orders on materials. Through these methods the size 
of the civilian economy is restricted; thus releasing manpower for more 
essential needs. In addition, during wartime, strong motivations influ- 
ence voluntary redistribution, enlargement, and retention of the labor 
force. 

Under present conditions, however, the defense economy is scheduled 
to absorb less than 20 per cent of the national product at its peak, and 
it will therefore compete for manpower with a thriving civilian economy 
providing more permanent jobs in established firms and communities. 
Similarly, production goals for delivery of end-items are relatively 
flexible. “Deadlines” are not immediate, and strategic considerations 
are less important. These factors further tend to discourage transfers 
to defense jobs and make more difficult the problem of staffing defense 
establishments. 

With total mobilization, the normal pattern of training and education 
of the youth may be set aside, with full knowledge that the losses in 
trained manpower can be made up at the end of the emergency. Now, 
however, with an emergency of indefinite duration, a large armed force 
may have very serious consequences for our youth, educational institu- 
tions, and the national supply of trained manpower in the scientific and 
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professional fields. The present period calls for a different emphasis on 
these problems than under conditions of total war. 

The role of government with respect to manpower mobilization is 
also substantially different under present circumstances. While the 
actions of the government are largely responsible for the maladjust- 
ments in the labor market, resistance to government controls is strong 
and major reliance must be placed on indirect controls, normal market 
forces, and on management initiative. 

These striking differences between an economy of readiness and total 
mobilization for war raise significant questions for the economist.’ The 
limitations of this paper preclude a review of many of these topics. It 
would be worth while to explore, for example, the economic conse- 
quences of committing for an indefinite period from 10 to 15 million 
workers for the task of preparing for war. What effect would the di- 
version of such a large segment of the labor force to “unproductive” 
activities have upon the rising standard of living which we have been 
able to achieve during the past generation? How will the emphasis on 
the occupations important to our defense program influence the future 
distribution of our labor force, and particularly the training of an ade- 
quate number of men and women for the occupations essential to our 
society, although less significant, at the moment, for national security? 
Can we secure the manpower to support a national defense enterprise 
of the size contemplated, superimposed upon a high-level civilian econ- 
omy, without resorting to some form of direct controls designed to allo- 
cate manpower where needed? In brief, can we continue to rely upon 
market forces for manpower allocation? 

We can continue to avoid substantial interference with the normal 
operation of the labor market under three conditions: first, if our needs 
for manpower either for the armed forces or defense production do not 
materially exceed the present projected magnitudes; second, if we make 
the right policy decisions early; and, third, if we rely heavily on in- 
direct methods for the allocation of the manpower. I shall discuss each 
of these briefly. 


II 


Have we enough manpower for our present projected requirements? 
If the issue is stated in terms of national requirements, there is no 
question but that the goals which have been set for us present no seri- 
ous challenge. The size of the nation’s labor force is fortunately quite 


*I am indebted to the Proceedings of the Institute on Manpower Utilization and Govern- 
ment Personnel held under the auspices of the Public Administration Clearing House at 
Stanford University in August, 1951, and particularly to the paper presented at that 
Institute by John A. Corson suggesting many of the issues raised in the earlier part of this 
paper. 
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flexible, as pointed out by Clarence D. Long in Manpower Needs and 
Labor Supply (American Enterprise Association, 1951). It can, if 
necessary, be increased beyond the unprecedented size reached in 1945 
at the end of World War II. And our production goals for supplying 
our armed forces and our allies could, even short of total mobilization, 
be raised to levels considerably higher than those which have been set 
for the next two years. To do so, however, would require the curtail- 
ment of a large segment of the civilian economy, particularly the pro- 
duction of durable goods such as automobiles, radios, refrigerators, and 
a substantial part of building construction. It would require also the 
withdrawal of most able-bodied male students from our colleges and 
universities. 

Fortunately, the present goals do not require such contraction. In 
fact, it would not be possible, in view of the indefinite period for which 
we are preparing. The cessation of building construction and auto- 
mobile production, for example, is possible during a period of a relatively 
short-time emergency of three or four years. To discontinue such activi- 
ties for an indefinite period of time is bound to produce grave difficulties. 
It is fortunately not necessary. Our increased manpower requirements 
for the enlargement of our armed forces and for the production neces- 
sary to supply them and our allies, for the expansion of our industrial 
facilities in case of war, and for stock piling must be found without 
seriously curtailing our civilian economy. In this respect the manpower 
problem of the present uniquely differs from that of 1942-45. 

Can our supply be expanded to meet these goals? Our defense needs 
are in terms of about 10 to 12 million men and women for an indefinite 
period. Most of them are already engaged in such activities—in the 
armed forces and in factories producing defense goods. Allowing for 
normal increase in the labor force and for additional transfers of about 
3 million workers from civilian activities to defense production, the 
number who must enter the labor force is of manageable magnitudes. 

Our difficulties are not in these national over-all totals but rather in 
shortages of specific skills and professions like tool and die workers, 
metallurgists, and engineers and, in general, workers requiring a long 
training period.* Such shortages are already appearing in many areas 
and are likely to become more general before the end of 1952.° 

However, should it become necessary to expand our requirements 
substantially for an indefinite period or should we approach total mo- 


* See, for example, “Human Resources of the United States,” Scientific American, Sep- 
tember, 1951, for an excellent review of our intellectual resources. Note especially K. T. 
Compton’s analysis of the supply of engineers, pp. 65-69, and M. H. Trytten’s discussion 
of the supply of scientists, pp. 71-76. 

* The Battle for Production (Fourth Quarterly Report to the President by the Director 
of Defense Mobilization), p. 28 
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bilization short of war, our problems will be of a different character. 
There are definite limits to our reserves of manpower: women not now 
remuneratively employed, the handicapped, the youth, and the idle or 
retired aged. Their magnitudes are known, and the extent to which they 
can be drawn into productive employment will depend on the severity 
of the crisis, the intensity of patriotic or economic motivations, and the 
available incentives. Between 1942 and 1945 we had a phenomenal 
success in expanding the labor force by drawing in these groups (see 
Long, Manpower Needs and Labor Supply, page 8). There are limits, 
however, to the proportion of the working age population which can be 
a part of the peacetime labor force. That proportion has been relatively 
stable from one period to another, and while it responds to wide swings 
in employment, shrinking a bit when jobs are hard to get and expand- 
ing when employment recovers, “the statistical experience discloses 
that these deviations do not exceed two per cent of population fourteen 
and older,” or about 2 million people (see Long, page 19). 

This normal experience can, of course, be changed by changing the 
employment pattern for older people. We have a gross reserve in excess 
of two million persons over sixty-five years of age. Only about 43 per 
cent of the men in that age category are now in the labor force and the 
census reports indicate that only 10 per cent are unable to work (see 
Long, page 19). However, the task of changing the employment pattern 
for persons in this age category will not be easy. It calls for a high 
degree of motivation on the part of employment managers, and perhaps 
some inducements may be necessary if present employment policies 
with respect to older people are to be drastically changed. 

Increasing the hours of labor represents an additional method of 
meeting our manpower requirements should our needs expand beyond 
present projections. During World War II, the gain through more hours 
was said to be equivalent to 5.5 million full-time workers. Here, also, 
there are definite limits to enlarging hours of labor under present con- 
ditions. Under wartime conditions, and for a short period, it is possible 
to expand hours of labor substantially. Whether this is wise or produc- 
tive under conditions of an indefinite emergency is to be seriously 
questioned. It may perhaps be more sensible to hold this additional 
reserve through a lengthened weekday and work week for such emer- 
gency situations as may be presented should total mobilization and war 
become necessary. 

Except for transfers from civilian employment, perhaps our greatest 
reserves in terms of the “long pull’ are to be found in improving the 
utilization of the existing work force and in increased productivity 
from technological advances. The concept of “utilization” includes the 
maximum employment of the work force at their highest skills; it in- 
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cludes also the efficiency of management in the direction, supervision, 
and co-ordination of human resources; it includes further physical and 
technological development; that is, the optimum capital investment per 
worker in machinery and tools. Taken together, these call for efforts 
to utilize the services of all able-bodied persons, to set aside traditional 
hiring practices, and to establish appropriate incentives for securing 
the maximum participation in the production process. We shall move in 
the direction of a greater utilization of the existing work force only if 
manpower supplies really become inadequate for the job at hand. Man- 
power has never been a seriously limiting factor in the nation’s produc- 
tion goals. We came close to this at the end of World War II. Even 
then, however, no general “manpower squeeze” prevailed. However, 
should the military manpower goals increase beyond the present level 
of 3.5 million and should this be coupled with higher production ob- 
jectives for a number of years, positive measures by management and 
labor and to a considerable extent by government may be essential if a 
greater utilization of the present and potential work force is to be 
achieved. We shall suggest below how government measures may be 
employed to stimulate management methods in this direction. 


III 


In what areas are the policy decisions to be made if we are to rely 
primarily upon normal labor market forces and avoid direct allocation? 

First and foremost, the major policy issue is concerned with the size 
of the armed forces. This fact, once established, has a direct bearing 
upon every other significant decision in the field of manpower and 
production. 

The arithmetic on manpower of military age is relatively simple. 
Available facts indicate that we may be rapidly exhausting the man- 
power reserves in the eighteen to twenty-six year age group. Perhaps 
in another twelve to eighteen months, by mid-1953, all able-bodied men 
in this age category will have been inducted. We will then be in a situa- 
tion where the pool of men available for induction will be limited to 
those coming of age annually, unless the age of induction is raised 
above twenty-six or veterans and other groups now exempt become 
available. 

The numbers coming of age annually are not sufficient to maintain 
an armed force of the desired size and still provide a twenty-four month 
rotational basis. "With an allowance of about 25 to 30 per cent for re- 
jections from military service because of physical or other reasens, only 
about 850,000 of the 1,200,000 men who reach their eighteenth birth- 
day annually are available for induction into the armed services. It has 
been urged by many that if we are to maintain an armed force of 3.5 
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million for an indefinite period, this limited number available for in- 
duction may compel us to increase the duration of service beyond 
twenty-four months required at present to a longer stint, perhaps 
thirty-six or forty months. This arithmetic will be even more challeng- 
ing should it become necessary to enlarge the armed forces to 4 or 5 
million men. 

Such a program for an indefinite period, or even for a decade, will 
have serious consequences for the youth, the structure of higher educa- 
tion, the potential supply of scientific and professional personnel and 
future occupational distribution of the labor force. 

Several suggestions for dealing with these problems have been made. 
One involves increasing the age of induction for service beyond twenty- 
six, From a purely arithmetic point of view, such a decision would of 
course make available a substantial number of physically fit men of 
military age and thereby make possible the maintenance of the pro- 
jected size armed force and still provide for service on the basis of a 
two-year rotational plan. The armed forces, however, appear to prefer 
the younger age group. In addition, it has been urged that when the age 
of induction is increased beyond its present limits, a larger proportion 
of the higher age group must be deferred for reasons of skill or de- 
pendency. Older men have more important jobs and their induction 
might seriously disrupt production programs in many establishments. 
In addition, they are usually married and have young children. 

Another suggestion has been that the “career” group in the armed 
forces—those who volunteer for service for a period of four years or 
more—should be substantially increased. Were that to take place it 
would, of course, be possible to maintain the twenty-four-month ro- 
tational basis for those who are inducted through the Selective Service 
System. It is, of course, possible by certain inducements—through rank, 
pay, retirement features, and similar provisions—to attract to the armed 
forces a much larger career group than is normal under peacetime con- 
ditions in our country. 

The second policy issue has to do with the problem of deferments 
from service. Since we are concerned with the youth group, the prob- 
lem is not related to occupational factors. Young men have not ac- 
quired significant skills and do not occupy strategic jobs. What is 
involved, however, is the setting aside of a certain proportion of the 
men coming of age for training in the scientific fields, for critical skills, 
and for the social sciences and the humanities. If we were certain that 
military service would be limited to a period of twenty-four months, 
the postponement of college and technical training would not be a 
serious problem. Men who were required to serve in the armed forces 
would merely postpone their training in colleges, universities, and tech- 
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nical schools for two years, and would resume their schooling after the 
completion of their military service. However, a period of service in the 
armed forces of three to three and one-half years might have near-fatal 
consequences, as far as the supply of these significant skills is con- 
cerned. There is already substantial evidence of critical shortages of 
trained manpower in the scientific and the professional fields.* In ad- 
dition, it cannot be disputed that the defense program is bound to ac- 
celerate industrial research and technology and that “industrial and 
scientific development which normally would have been spread over a 
decade now must be telescoped into less than half that time. This means 
an unprecedented sustained demand for specialized manpower in a 
great variety of fields.”” We do not possess an accurate assessment of 
our manpower requirements, since we do not know just what kinds and 
how much research and development is required to maintain our tech- 
nological lead. There is agreement, however, among most students that 
our manpower needs in this area are bound to increase. In brief, the 
amount of technological manpower we may need ten years from now 
represents a crucial issue which must be determined at the present time. 

The problem of deferment for training assumes a different signifi- 
cance in this perspective. Our present program of student deferment 
represents primarily a procedural mechanism rather than a deliberate 
policy and has only questionable public support.*° The Stanford Con- 
ference, referred to earlier, urged that we should frankly revise our 
present statutes and policies so as to insure that out of the total pool of 
military age manpower, an adequate proportion of the young men are 
selected each year for training in the scientific, professional, and skilled 
occupations. After their training is completed, they would be available 
for specialized service where most needed in the armed forces or in ci- 
vilian occupations. How to require the obligation for a service from 
those whose induction has been postponed until the completion of their 
training remains a significant problem. It is simple for those whose 
trained skills are required for the armed forces. They will be inducted 
and presumably assigned in accordance with their skill and training. 
It would obviously be a waste of skilled manpower to induct those who 
have been deferred for training and whose skills the armed forces do not 
require. How shall they be “allocated” for civilian activities essential 
to the nation’s security? The armed services are not able to utilize 

*See Resources and Requirements of Specialized Personnel—A Preliminary Evaluation, 


issued by the Committee on Specialized Personnel, Office of Defense Mobilization, Septem- 
ber, 1951. 

* Also, “Scientists and Engineers—An Evaluation of our National Requirements and 
Resources,” by John F. Hilliard, presented to the Conference on Scientific Manpower of 
the American Association for the Advancement of Science, December 28, 1951. 

*See information Memorandum No. 13, on Consultant’s Meeting on Student Deferment, 
December 14-15, 1951, National Manpower Council, Columbia University. 
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many skills. Compulsory mechanisms of assignment have the ad- 
vantages of simplicity but are seriously objected to on other grounds. 
Whether voluntary mechanisms and inducements for such allocation 
of manpower which has been deferred from service for training can be 
developed remains to be seen. 

In any event, any program for “setting aside’ a proportion of the 
youth reaching military age for training in the universites and colleges 
requires a radical change of public opinion on the issue of student de- 
ferment. It calls also for a recognition that the objectives of achieving 
maximum strength at some time in the future could be defeated if we 
failed to maintain our resources of highly trained workers. 

The third policy issue is concerned with the co-ordination between 
manpower and production planning. Our experience with manpower 
mobilization during World War II suggests that lack of co-ordination 
between the production and manpower agencies was responsible for 
faulty planning and much waste. Manpower is not a residual problem. 
The more significant decisions in the field of manpower are made within 
the military establishments and the civilian agencies responsible for 
production and procurement. These decisions, which determine over-all 
requirements and production schedules and the location of new facili- 
ties and procurement, in effect, allocate manpower positions in the 
economy. Such decisions have an immediate bearing on the manpower 
situation in a particular locality. For example, the location of produc- 
tion contracts in San Diego—a tight labor market area—at this moment 
would aggravate not only the labor shortage already existing but would, 
in addition, accentuate the housing and community facilities problem 
as well. On the other hand, the large volume of unemployment in De- 
troit is alleged to be in part the result of failure to co-ordinate the re- 
striction of materials for civilian production with the expansion of 
labor demand for defense production, In brief, the manpower conse- 
quences of production and procurement decisions must receive serious 
consideration if waste through idleness or production bottlenecks is to 
be avoided. This calls for the closest co-operation between the agencies 
responsible for the formulation of manpower policies and their adminis- 
tration and authorities planning production and procurement. Other- 
wise the task of the manpower agency responsible for recruitment, 
referral, and placement is unnecessarily increased." 

The degree of integration in World War II was not great, although 
substantial progress was made in 1944 and 1945 through the interven- 
tion of the Office of War Mobilization and Reconversion. At the present 
time, the Office of Defense Mobilization is in a position to assert its 


"See Lester V. Chandler and Donald H. Wallace, Economic Mobilization and Stabiliza- 
tion, pp. 51-59, 
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authority for such integration between the agencies responsible for 
production and distribution controls and manpower. Such policies as 
have been developed thus far look good on paper but work poorly in 
practice. Much more can be done to avoid local pools of unemployment, 
importation of workers from other areas, and production bottlenecks 
because of manpower shortages, if the decisions with respect to plant 
location, procurement, and production give the necessary weight to 
manpower considerations. 

The fourth problem is concerned with the weight which manpower 
considerations are to be given in the formulation of national wage 
policies. The primary object of wage controls is stabilization. If reason- 
ably effective, such controls freeze historical wage patterns. Were the 
labor market to remain static, such a freeze would, of course, not be a 
serious barrier to labor mobility, The situation, however, is constantly 
changing, and with a normal market mechanism either thwarted or 
made sluggish, we secure a distorted distribution of the labor force. 
Such controls, unless flexible, can introduce substantial barriers to 
effective manpower recruitment and staffing. 

During World War II the National War Labor Board recognized 
that wage adjustments under certain conditions may be a primary 
factor in the flow of manpower, Such adjustments may affect manpower 
in at least four important respects.* They may influence the movement 
of workers from plant to plant, between labor markets, within plants, 
and they may affect the proportion of the population in the labor force. 
During World War II, the National War Labor Board “did not believe 
it was desirable to mobilize manpower through wage manipulation.” 
The labor and industry members wanted the Board to stay “as far 
away as possible from manpower problems” (Parrish, page 192). That 
the Board was unable to hold to this view is in part a measure of the 
fact that an inflexible policy with respect to wages in relation to man- 
power flow is untenable. The Board could not avoid dealing at least 
indirectly with manpower problems. Therefore, while it avoided for a 
long time the formulation of official policy, it could not avoid dealing 
with individual cases in which the manpower supply was the primary 
factor responsible for wage adjustments. 

In the absence of directive powers in the allocation of manpower, it 
is essential that we have appropriate incentives to attract and hold 
manpower in jobs where they are most needed. The dangers of relying 
on wage adjustments to stimulate the manpower flow were fully recog- 
nized then as they are now. To begin with, every such adjustment has 

*John B. Parrish, “Relation of Wage Controls and Manpower Problems,” in Problems 


and Policies of Dispute Settlement and Wage Stabilization During World War II (Bureau 
of Labor Statistics, Bulletin No. 1009), Ch. 5, pp. 187-227. 
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an unstabilizing effect; it may generate slow and inflationary pressures 
and cause labor and management to seek more adjustment. The “rip- 
pling effect” on differentials threaten the “hold the line” program. In 
addition, the Board feared that it would be compelled to deal with the 
failure of the manpower organizations to implement an effective pro- 
gram for labor recruitment and placement, and that wage adjustments 
might become a substitute for an effective manpower program—an easy 
solution for the more difficult job of recruitment, placement, training, 
and labor turnover control. 

Nevertheless, although these dangers were present, manpower con- 
siderations would have exerted a stronger influence on national wage 
policy had labor market conditions become more unfavorable. The 
same problem is recognized at present, and the wage stabilization pro- 
gram has established a procedure and accepted the principle that in rare 
and unusual cases the stabilization objective will be set aside and wage 
changes will be made with the specific object of improving the flow of 
manpower into certain occupations, industries, plants, and areas. 

Such a policy is, in my judgment, both desirable and essential. A 
rigid maxim that wage increases to influence manpower will not be 
made is untenable under conditions of total war and certainly under 
present circumstances. As the excellent study by Parrish points out, 
such maxims were disregarded in key decisions. The stabilization agen- 
cies, however, would do well to insist, as they did during world War II, 
that the responsibility for manpower mobilization rested with other 
agencies and that wage adjustments represent only one element, and 
not always the most important factor, in influencing the flow of man- 
power. 

The fifth policy issue is concerned with manpower organization and 
administration. The World War II manpower program was character- 
ized by a topside failure to provide centralized direction for the agencies 
involved in manpower administration. Responsibility was dispersed 
among a large number of agencies, including the three armed services, 
the Selective Service System, the Civil Service Commission, the Depart- 
ment of Labor, the War Production Board, and other independent agen- 
cies responsible for dealing with problems in special industries, such as 
the Maritime Commission and the Railroad Retirement Board. The War 
Manpower Commission was given the co-ordinating responsibility and 
also directed the United States Employment Service—the most import- 
ant operating arm in the nation’s manpower program. This dispersion 
of research, planning, and operation led to considerable confusion and 
jurisdictional controversies were common. That the harm done was 
meager was, according to some observers, due to the fact that the man- 
power problem was largely nonexistent, and “officials concerned with 
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manpower were shadow-boxing with a problem which had not yet de- 
veloped.” When manpower stringencies became general late in 1944, 
it required the intercession of the Office of War Mobilization and Re- 
conversion and the issuance of appropriate directives. 

The organizational problems at present are far less pressing than 
those which existed in the early years of World War II. To begin with, 
our manpower requirements are moderate, and the absence of a crisis 
psychology reduces the pressure on delivery dates and complaints con- 
cerning manpower bottlenecks. In addition, the Office of Defense Mo- 
bilization is in a firm co-ordinating position. It can determine policy 
and, if necessary, direct the program of the several agencies. At the 
same time, there is the same dispersion of responsibility for manpower 
planning and direction as there was during World War II, and policy 
formulation is being carried on under a rather complex system of com- 
mittees. In my judgment, this committee system is woefully inadequate 
either for effective planning or efficient operation. As in World War II, 
its shortcomings are not serious only because labor market shortages 
of a significant character have not developed. When these begin to 
appear, we shall need to develop a more unified planning organization, 
and should war come, a more centralized operating organization will 
become indispensable. We shall then have to consider whether the 
Selective Service System should become an integral part of such an 
organization or remain independent as it is at present. Similarly, we 
shall have to examine whether the United States Employment Service 
can best be carried on under conditions of national emergency as forty- 
eight independent state units or under federal direction. The issue in 
this matter is not one of state rights versus federal operation, but rather 
whether the state systems can subordinate their state and local inter- 
ests in favor of the national manpower needs. 


Vv 


The right decisions on these matters and their proper timing, coupled 
with a strong reliance on indirect methods of allocation, can hold 
interference with norma! operations of the labor market to a minimum. 
It would be hazardous to predict that we can rely exclusively or even 
primarily on an entirely free labor market in the event of total mobili- 
zation. We were able to avoid national service legislation providing 
for direct assignment of workers to civilian jobs in World War II 
largely because the manpower problem did not become serious until 
near the war’s end. I cannot agree that during 1942 and 1943 or, in fact, 
during most of the war period government activity was largely confined 


*See the United States at War (Historical Reports on War Administration, Bureau of 
the Budget, 1946), p. 173. 
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to making plans and engaging in controversy “over what should be done 
and who should do it; but few actions of any importance were taken” 
(United States at War, page 173). The work of the War Manpower 
Commission in Washington and the U.S. Employment Service in the 
field made a substantial contribution to manpower mobilization. Al- 
though not an outstanding success, the local employment stabilization 
plans, stimulated and approved by the War Manpower Commission, 
were of considerable help in “settling” the local labor market situation 
in many localities. Nor should one underestimate the significant role 
played by the local offices in routing workers to the most essential jobs. 
Much of this effective local operation followed nationally formulated 
policies and was based on national planning. It can be granted, how- 
ever, by and large, workers distributed themselves and employers hired 
and trained, with the government observing the process from the side- 
lines. Even after 1943, most of our manpower controls were crude, 
lacked sanctions, and were not very effective. 

How about the period ahead? How in a defense and near-war econ- 
omy can we provide the direction of movement for the labor force so as 
to secure its distribution in a manner that will serve the national inter- 
est? How can we get the right man to go to the right job and remain 
there so long as he is needed? 

There are at least three aspects of the allocation concept as applied 
to manpower by government agencies in a near-war economy. The first 
is concerned with the allocation of men; that is, specific assignments 
and direction of particular individuals to specific jobs. Such legislation 
was adopted in Great Britain during the critical months of World War 
If and remained in force throughout the entire war period. While the 
preponderant proportion of labor market transactions were made on the 
basis of voluntary individual decisions, the existence of national service 
legislation with the ultimate sanction in the hands of the Minister of 
National Service was said to have had a significant influence on these 
decisions. In the United States, Congress debated in 1943 and again 
in 1945 the adoption of a national service act for the civilian labor 
force. It was recommended by the President and vigorously supported 
by the heads of the armed services. Management and labor were united 
in opposition to government direction of workers. This opposition, 
coupled with the improved fortunes of war in 1944 and 1945, was suf- 
ficient to prevent the passage of a civilian manpower draft. Except for 
allocation of men to the armed forces through the Selective Service and 
the occasional assignment of furloughed soldiers to coal mines and air- 
craft plants, compulsory assignment has not been employed during the 
greatest war in our history. 

We have relied to a very large extent on the allocation of jobs and 
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positions rather than of men. In this sense, the allocation concept has 
statistical significance and is used primarily for planning purposes. It 
makes possible an “apportionment” of the nation’s manpower among 
the various claimants and “allocates” the labor force needed for the 
armed services, munitions production, and the various segments of the 
civilian economy. This sort of allocation takes into consideration the 
manpower limitations under which the economy operates. These limita- 
tions determine the size of the armed forces, of the munition production 
industry, and particularly of the kind of a civilian economy which it may 
be possible to maintain under conditions of national emergency. Except 
for the armed forces, this type of allocation is always indirect. It op- 
erates through limitation orders on production, facility location, pro- 
curement contracts, and material restrictions. A balanced economy 
through such indirect allocation of resources in manpower may, of 
course, make unnecessary direct allocation, except as a critical shortage 
may exist in particular areas and occupations. 

In addition to these two aspects of allocation, the importance of 
manpower guidance as an allocation device must also be recognized. 
Here the object is to identify the significant activities which have a 
high priority in the nation’s defense program and which should there- 
fore receive the assistance of appropriate agencies of government in 
recruitment, referral, and placement of workers. The major responsi- 
bility of the government in the field of manpower is to determine the 
critical occupations and the essential activities and to provide current 
and accurate information on labor requirements and supply on a local, 
regional, and national labor market basis. Such guidance may be ac- 
complished by various “control” devices establishing manpower pri- 
orities in referral, employment ceilings, local employment stabilization 
plans, deferment of workers to high priority plants, and some regula- 
tion of hiring and turnover. 

Under present requirements, these devices should be more than ade- 
quate to provide the necessary manpower for the civilian labor force. 
At this stage of the defense effort and perhaps at no stage in our defense 
program even during war is it necessary to resort to specific assignment 
of men. Indirect methods may be clumsy and inadequate. With respect 
to manpower, however, compulsion is usually unworkable and almost 
always inefficient. The allocation devices should therefore be confined 
to achieving a sensible balance of resources and manpower in a mixed 
defense and civilian economy and to manpower guidance rather than to 
actual assignment of workers to jobs. 

Since direct assignment to specific jobs creates policy problems and 
almost insurmountable administrative difficulties, common sense tells 
us to employ production and distribution controls which are likely to 
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accomplish the same thing. We have had substantial and, on the whole, 
successful experience with such indirect controls over manpower. They 
can be carried further than in World War II should it become neces- 
sary. It is possible, for example, that in the allocation of contracts, 
manpower factors to be given weight should include not only the pres- 
ence or absence of a local labor supply, but also other factors which 
measure management’s interest in manpower utilization. Such criteria 
would “flag” the manpower aspects of management and stimulate in- 
quiry into recruitment and training programs and other aspects of man- 
power administration. Similarly, controls over the allocation of ma- 
terials to the civilian economy through restriction and limitation orders 
over the location of procurement, new facility construction, and wage 
incentives, when coupled with employment ceilings if necessary, can 
give us the advantages of market decisions and reduce to a minimum 
the need for direct sanctions to influence the flow of manpower. In this 
area more than in any other we should concentrate on major issues and 
central policies and avoid detail regulations affecting the day-to-day 
decisions made by millions of people. The results at best will be a mixed 
system: a sort of compulsory voluntarism with a compulsion largely 
confined to physical matters and the voluntary decisions made by work- 
ers and managers. 
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DISCUSSION 


Ricuarp A. Lester: Professor Kerr’s stimulating and reflective paper 
represents the realistic reflections of a battle-scarred policy maker. I select 
for comment four issues among those he raises. For lack of space I refrain 
from presenting doubts concerning his lower and upper limits of general wage 
policy, except to ask whether the upper limit would seem so clear had Gen- 
eral Motors type of agreements not been rather widespread. 

The contention that wage controls have been and will be necessary, espe- 
cially to prevent wage increases by small and unorganized employers in less 
essential lines of production, I believe to be incorrect for four reasons: (1) 
the less essential lines, including the soft goods, have been relatively de- 
pressed; (2) employment expansion and new high wage scales are most likely 
to occur in new munitions plants; (3) the unions that seem most in need of 
bargaining triumphs that exceed “reasonable” limits are the steel and coal 
unions, where the rivalry for leadership is intense and where the short-run 
demand for the product is highly inelastic; and (4) wage controls are more 
easily evaded where piece-rate and incentive methods of payment prevail 
as in soft goods and where wage structures are less formal and uniform. 
Experience seems to indicate that competitive checks on wage increases 
operate more effectively in the soft goods and less essential lines, not only 
because of the nature of competition in the product markets, but because 
strikes can be permitted to occur there. 

I wonder whether Professor Kerr has not tended to exaggerate the restraint 
that the existence of a labor party would exercise on individual unions like 
the steel, mine, railroad, and auto workers in this country where the labor 
federations have traditionally been “ropes of sand” and where the foreign- 
trade check on wage increases that exists in countries like England and 
Sweden is practically absent. The Roosevelt and Truman administrations 
have supported the general labor position; yet the leaders of large unions 
have repeatedly embarrassed those administrations. A labor party would not 
necessarily eliminate the Murray-Reuther-Lewis type of rivalry and other 
differences between the United States and European countries that have had 
labor governments. 

Also, I am unwilling to accept, on the basis of the past year’s experience, 
the defeatist conclusion that the public members of a tripartite wage stabili- 
zation board are not representatives of the public interest but are only 
mediators or neutrals who should seek to discover and adopt the policy 
mutually acceptable to unions and managements and cannot do anything to 
influence the terms that will be acceptable. Political leadership need not be 
confined to a real crisis, although its influence in non-crisis periods is limited. 
The administration, by delaying steel negotiations until after the 1950 election, 
lost the opportunity for early control and started direct controls under 
rather unfavorable conditions. Obviously, a tripartite wage stabilization board 
is not the most appropriate agency for hammering out an over-all economic 
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or stabilization policy, but that does not mean that other ways and other 
levels of government cannot be used for arriving at such a policy. One of the 
chief differences between World War II and the post-Korean situation has 
been the existence of long-term General Motors type contracts with escalator 
and annual-improvement clauses. By January, 1951, it was, as a practical 
matter, difficult to nullify such contracts by government action. 

Professor Kerr expresses a belief that the Wage Stabilization Board has 
had a greater elevating than retarding effect on wage increases. This con- 
clusion rests primarily upon a tendency for the maximum allowable to be- 
come the minimum acceptable when the government replaces the employer 
as the restraining agent. I am inclined to agree with Professor Kerr that the 
announcement of government wage limits establishes a goal that every union 
leader is expected by the membership to achieve. Continuance of wage con- 
trols at the present time seems justifiable only on four grounds: (1) they 
may help to settle disputes in essential industries by permitting leaders of 
large unions to claim credit for exceeding the limits; (2) they may prevent 
new plants or those with government contracts from upsetting local wage 
structures; (3) the restraining and delaying machinery would be available 
should labor in the future become exceedingly short; and (4) some kind of 
wage control may be necessary as a political matter in order to maintain any 
sort of government price control. The disadvantage of government control 
that buckles under pressures and brings the government into public disrepute 
and the tendency to neglect monetary-fiscal restraints with direct controls 
being used may be sufficient to tip the scales in favor of the abolition of wage 
controls except for local ones applied to new and rapidly expanding plants. 

Turning briefly to Professor Haber’s paper, I agree with him that reliance 
should be placed on materials, procurement, and employer controls rather 
than on manpower controls; that the work week should generally not be 
lengthened much in the absence of a real emergency situation; and that labor 
allocation is a planning rather than an operational concept at the national 
level. I would go further and say that compulsory assignment and forced job 
performance under national service for private industry would be a mistake 
even in all-out war. Such compulsion would adversely affect labor incentives 
and productivity and would involve the government in a host of troublesome 
matters connected with work and residence without any evidence from 
World War II experience here and abroad to prove that there would be any 
gain therefrom in terms of output. Continued reliance on voluntary methods 
and martial law locally if necessary would be preferable to any national 
service legislation. 

Because of marked differences between materials and workers, some lack of 
co-ordination in manpower programing at the national level is to be expected. 
Manpower operations must, for the most part, be handled locally. Recent 
labor market studies have indicated that, in the flow and distribution of labor, 
much less reliance can be placed on wage differentials than economists have 
been wont to assume. That does not mean, however, that voluntary methods. 
of labor distribution are not rather satisfactory and effective. Indeed, they 
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are more satisfactory than would be the case if people moved or sought to 
transfer quickly from place to place and firm to firm as relative wages 
changed. Our high productivity rests in large measure on the willing co-opera- 
tion of workers who remain attached to particular firms. That is our strength 
and the chief reason we should steadfastly refuse to alter the basis of private 
employment in wartime. 


Date Yover: These comments—insofar as they refer directly to points 
raised by the principal speakers—are directed at Professor Kerr’s observa- 
tions, since his was the only paper available to this commentator. 

As a first comment—and one based on consideration of Professor Kerr’s 
models—this commentator would question that special wage controls are 
desirable in periods other than those widely and popularly regarded as in- 
volving imminent or actual war—the second or “crisis” period in Kerr’s 
models. The feasibility of any planned manpower program appears doubtful 
in “semiwar” or prewar periods. Under such conditions of doubtful public 
concern and conviction, public opinion will probably not support an intelligent 
control program. In time of cold war, as Kerr has so clearly noted, objectives 
assigned to a wage control agency are so conflicting as to minimize its pos- 
sible contribution. Special wage controls in these pre-crisis periods may 
actually hinder effective programs in subsequent periods of crisis. Whatever 
steps are taken are almost certain to do more harm than good. This is true 
in part because the development and imposition of patterns appear inevit- 
able in wage controls. These patterns, as illustrated by the General Motors 
improvement factor and escalator clauses, encourage broad-scale wage in- 
creases. Much more important, they tend to create and intensify inflexibility 
in wage structures. Such inflexibility is a formidable handicap in subsequent 
periods when manpower must be reallocated and its utilization improved. 

Our second observation applies to periods of actual or imminent war. It 
holds that, in such periods, a prime essential is comprehensive, thorough- 
going co-ordination of all controls on manpower. Such co-ordination is neces- 
sary to provide the four essential ingredients in an effective program of man- 
power mobilization. These essentials are: (1) clearly understood and widely 
accepted objectives and selective emphasis on objectives; (2) co-ordinated, 
complimentary action with respect to objectives; (3) carefully considered 
timing throughout the program; (4) policy formulation by staff personnel 
with special competence in this field. 

The first requisite—objectives that are widely accepted and understood— 
is not likely of attainment when popular doubt as to the reality of emergency 
is widespread. When such doubt is removed, however, such objectives as the 
minimization of inflation and the effective allocation and utilization of man- 
power gain general support. The objectives Professor Kerr has noted in 
describing the current wage control program are classified as to importance. 
Preservation of wage levels and structures, for example, is viewed in the 
perspective of the over-all program. Such objectives as equality of sacrifice, 
maintenance of collective bargaining, and others are given varying weights. 
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Program planning can then be undertaken or previously planned action can 
be put into effect. While the resulting program must be multi-purpose, classi- 
fication of objectives will have popular support. 

Such perspective and varying emphasis on objectives are essential to the 
second requisite of a satisfactory over-all program—the internal consistency 
of the whole. Thus, if extensive reallocation of manpower is regarded as of 
greatest immediate importance, then wage controls may be adjusted to assist 
in such shifts. The program for control of inflation—temporarily given a 
lower value—will not be permitted to discourage or set up barriers inter- 
fering with the movement of manpower to those jobs and locations in which 
it can contribute most. In the absence of co-ordination (if, for example, wage 
controls are lodged in one agency and other controls in different, unco- 
ordinated agencies) conflicting programs are likely. This is especially true 
if wages are controlled by a tripartite board operating as Kerr has described 
these processes. 

It is not enough that the several agencies thus charged with responsibility 
for manpower controls shall consult each other and permit exceptions and 
special adjustments when programs appear in sharp conflict. “Rare and 
unusual” cases may well be the rule rather than the exception in certain 
stages of manpower mobilization. 

When a major share of the reallocation is accomplished, effective utiliza- 
tion of manpower may be given a high value. Here, again, the over-all man- 
power mobilization program must be internally consistent. Programs designed 
to stabilize wages, recruit new manpower, encourage collective bargaining, or 
to implement other objectives must be complementary rather than conflicting. 

Timing is of utmost importance. Co-ordination is essential to insure effec- 
tive timing of the whole manpower mobilization program. As suggested by 
preceding paragraphs, steps to be taken will involve a desirable sequence. 
The emphasis given to objectives must change as the mobilization process 
develops. While a considerable overlapping of stages and programs is to be 
expected (for example the encouragement of new additions to the labor force 
should be continuous), certain first steps and subsequent stages can be 
identified. 

Thus a primary step is the reallocation of manpower. In World War II, 
more than a fourth of our labor force had to be shifted to different jobs, 
many of them in different industries and localities. They had to be trained or 
retrained, transferred or transported, and otherwise adjusted to these new 
assignments. In the first stages of mobilization, this process of reallocation 
and the programs designed to facilitate it probably deserve the top priority. 

Later, high if not top priorities must be given to effective 1otivation and 
high-level utilization of manpower resources. Programs must be designed to 
encourage higher and higher levels of output and productivity, to develop 
unusual motivation on the job, to secure acceptance of longer hours of work, 
and to hold manpower in essential industries and activities. Throughout these 
several stages, appropriate wage controls must be given greater or lesser 
emphasis so that they will facilitate each of these objectives and programs. 
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Wage controls must, in other words, be fitted into the over-all program in 
terms of its carefully planned timing. 

The fourth reason for co-ordination is to insure competent staff planning 
and review. To secure popular understanding and acceptance of objectives, 
consistency in the over-all program, and effective timing, the co-ordinated 
program must probably be planned, developed, and constantly reviewed by 
a competent staff group. These essentials to a satisfactory program cannot be 
expected in activities undertaken by agencies that seek to implement a series 
of compromises on policy among powerful interest groups or log-rolling by 
the same powers. A consistent, carefully timed program is not likely to 
emerge from such a process of mediation as Kerr describes. 

It may be argued, of course, that such mediation is essential to insure 
compliance and popular support. While no conclusive proof is available to 
support or contradict such an assertion, some evidence indicates that was 
not true in World War II. The War Manpower Commission program— 
essentially a staff-planned program—appears to have achieved at least as 
high a degree of compliance as the mediated War Labor Board program, 

Staff planning and review of such an over-all program are essential both 
because the mediation process is too slow and vacillating and because the 
co-ordinating agency has need for the best knowledge and understanding 
presently available. Knowledge of the factors that influence manpower 
mobilization is accumulating, although little has yet filtered through into 
popular understanding. Conditions affecting manpower mobility—the signifi- 
cance of wages, job security, status, and other factors—have been and are 
the subject of extensive research. Studies of the effects of various union and 
managerial practices on employee motivation, morale, and productivity have 
great significance for manpower mobilization for war. Studies of efficiency 
under varying work-hours are directly pertinent. No manpower program can 
afford to ignore the findings in such studies. They will be utilized if the pro- 
gram is planned and reviewed by a competent staff. They are unlikely to exert 
any effective influence in a “mediated” program. 

In conclusion, then, this commentator suggests that the prime essential for 
effective manpower mobilization is co-ordinated control of all manpower 
programs by a single public agency-—an agency that provides a competent, 
highly regarded staff to maintain a continuing function of planning and review. 


GOVERNMENT POLICY ON BUSINESS 
PRACTICES 


ANTIMONOPOLY POLICY DURING REARMAMENT 


By Corwin D. Epwarps 
Federal Trade Commission 


In some quarters it is becoming fashionable to argue about the effects 
of industrial mobilization as though the significant question were 
whether or not a mobilization period reduces the degree of competition 
that prevailed at the beginning of the period. While this question may 
be interesting to historians or social philosophers, it is not the practical 
issue that confronts the government. At the onset of mobilization, we 
had a basically competitive system shot through with monopolistic ele- 
ments that jeopardized it in varying ways and to varying degrees. 
During mobilization we have an economy which is partially controlled 
and partially free from control; and the controlled sector and the free 
sector both have aspects that endanger competition. These dangers, 
too, vary in character and degree. The practical question is not whether 
the present dangers are greater or less than the former ones but 
whether they are larger than they need be, and, if so, what can be 
done to reduce them. 

The dangers to competition that exist in a period of industrial 
mobilization for defense fall into two broad classes: first, those that 
spring from monopolistic business practices occurring during such a 
period and, second, those that inhere in the administrative substitutes 
for competition that have been undertaken by the government for 
emergency purposes. 

The most obvious effect of mobilization upon business practices is a 
change in the character of the monopoly problems encountered by the 
enforcement agencies. Industrial mobilization creates a seller’s market 
in most lines of production, even though from time to time surpluses 
may appear in the sale of particular items. The influence of the seller’s 
market is to reduce substantially the ordinary incentives that lead 
businessmen to conspire to fix prices. Except in a few lines, there is no 
need for conspiracy in order to make sales as profitable as price regula- 
tions permit. Similarly, the effect of scarcities is to diminish the incen- 
tive for a seller to woo his large customers by discriminatory price 
reductions. Instances of price fixing and price discrimination become 
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less common, although they still occur in markets that do not reflect the 
general trend and in business arrangements that have become well 
established under different conditions. 

However, the scarcities stimulate other forms of restrictive practice. 
When goods are scarce their possessor enjoys power which he may 
use in consolidating his business position. There is an increase in verti- 
cal integration. The possessor of scarce raw materials sees an oppor- 
tunity for an almost automatic increase in profits by taking over the 
fabrication of these materials. His profits are likely to be high enough 
to give him funds to invest, and he is likely to find that certain fabri- 
cators who have difficulty in obtaining raw materials or who desire to 
adjust their tax programs are willing to sell their productive facilities 
at attractive prices. Conversely, a strong and well-financed fabricator 
who encounters inconvenient shortages of needed materials may solve 
his problem by buying the business of a supplier, even if he must pay 
a relatively high price for it. Thus the scramble for scarce goods pro- 
duces vertical integration both by those who reach forward toward the 
market and by those who reach backward toward their raw materials. 

Associated with the growth of vertical integration are forms of non- 
price discrimination that are characteristic of sellers’ markets. The 
integrated concern tends to give itself preference. When a producer of 
raw materials has been acquired by a fabricator, the fabricator may 
be wholly or partly relieved of the impact of the shortage, but his relief 
is likely to come by diversion of goods which the producer formerly 
supplied to nonintegrated competitors. When a fabricator is acquired 
by a raw material producer, the producer is likely to prefer to make 
the profit from further fabrication rather than let his customers make 
it, and thus to divert his sales from independent customers to his own 
subsidiaries. Those who are cut off cannot readily find alternative 
sources of supply and may be crippled or destroyed by the change. 

Similar forms of discrimination through selection of customers are 
likely to appear even where they are not the result of vertical integra- 
tion. In the scramble for goods the old customer may be preferred 
to the new customer; the large customer to the small customer; the 
customer who has maintained prices to the customer who has been a 
price-cutter; the customer who can grant reciprocal favors, to the 
customer who is not also a producer of what the seller wants. Cus- 
tomers may be preferred if they will place all their orders with the 
seller or if they will buy from him not only the scarce goods but also 
goods that are not scarce which they would prefer to buy elsewhere. 
Thus the pattern of competition may be distorted by discriminatory 
choice of customers, and the power exercised in making the choice may 
lead to an increase in the frequency of full-line forcing and of tying 
arrangements. 
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I should like it to be clear that I am neither asserting nor suggesting 
that such use of power is the typical business practice during the 
mobilization period, any more than I would assert or suggest that 
price fixing and price discrimination are the typical business practices 
of a buyer’s market. If abuse were universal, it would be impossible to 
check abuse. What I am saying is that just as price fixing and price 
discrimination are the characteristic abuses to be found in a buyer’s 
market, so discriminatory selection of customers, vertical integration, 
full-line forcing, and tying arrangements are the characteristic abuses 
that appear in a seller’s market. 

An initial problem for a law enforcement agency is to change the 
emphasis of its legal proceedings to fit this change in business behavior. 
But this is easier to say than do. The part of the law that condemns 
price discrimination and price fixing is relatively tight; the part of 
the law that must cope with the other class of activities is looser and 
less completely worked out. While Section 3 of the Clayton Act pro- 
hibits tying arrangements and full-line forcing, there is question how 
far the law can be used to prevent many other forms of preference for 
one customer over another customer. There is also question how far the 
law can be used to require a concern to treat its customers as well as 
it treats its subsidiaries. As a general principle, business enterprises are 
free to select their own customers on whatever grounds they see fit, 
and the evidence of monopolistic purpose or effect must be strong if this 
principle is not to prevail. The portion of the law that governs mergers 
and stock acquisitions was amended a year ago in such a way that it 
forbids vertical integration, whether by purchase of stock or assets, if 
competition is impaired thereby; but the legal principle is new and 
still untried, and funds for a limited enforcement of it first became 
available three months ago. 

Apart from these legal difficulties, there are problems in changing the 
emphasis of the law enforcement agencies. It takes time to investigate 
and prepare for trial. There is a strong incentive to use most of the 
limited staff to complete cases upon which large amounts of prepara- 
tory work have been done. Moreover, there is an inevitable delay 
between the beginning of investigation of new types of cases and the 
public filing of complaints or indictments which indicate to the busi- 
ness community that a particular program of law enforcement is under 
way. During the transition, the antimonopoly agencies are likely to be 
criticized on the theory that they are conducting business as usual 
without regard for the important problems of the day. 

In this respect we are less fortunate in the present defense emer- 
gency than we were at the outbreak of the second World War. Under 
the auspices of the Temporary National Economic Committee, an 
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intensive investigation of abuses of patent rights was in progress before 
the beginning of the industrial mobilization for that war. Examination 
of patent abuses led directly to examination of various international 
cartels that had relied upon patent controls; and the cartel investiga- 
tions were beginning to produce results when the emergency began. 
Since some of the more important cartel arrangements had been used 
by the German government to sabotage the preparedness of prospec- 
tive opponents and even to organize espionage, and since other cartels 
had retarded industrial preparedness even though that was not their 
aim, the early cartel cases had an obvious significance for the emer- 
gency. Enforcement of the laws against monopoly produced appropri- 
ate results substantially without delay. But this pattern was fortuitous; 
its repetition in the present emergency was not to be expected. 

In one respect, however, the outlook for effective use of the law 
during the present emergency is rosy as compared with the experience of 
the second World War. No administrative barriers to law enforcement 
have been imposed upon the antimonopoly agencies. During World 
War II, the intensity of the war effort was thought to be such as to pre- 
clude the diversion of the time and attention of business executives from 
war work to antimonopoly proceedings. Accordingly, an arrangement 
was worked out by which the military departments could certify that 
persons and enterprises involved in antimonopoly proceedings were so 
vital to war production that the conduct of those proceedings would 
reduce the effectiveness of the war effort, and thereupon the law en- 
forcement agencies deferred the particular cases to which such certifi- 
cations applied. In the Federal Trade Commission certain cases, whose 
number was not recorded, were deferred on this ground and in the 
Department of Justice thirty-three cases and two investigations. As was 
to be expected from the reason for the deferment, the cases involved 
some of the largest companies and some of the most important of the 
alleged violations. It was evident from the beginning that deferment 
jeopardized the success of the government in these cases, since it 
involved the probability that memories would grow dim, that some 
witnesses would die, and that the whole subject matter would come 
to seem remote and unimportant because of the passage of time. No 
corresponding procedure for deferment has been established during the 
present emergency. 

The scope of the work of the antimonopoly agencies is larger thus 
far than during the second World War. At the end of the fiscal year 
1940, the Federal Trade Commission and the Antitrust Division taken 
together employed 985 persons. Five years later the number had fallen 
by 20.1 per cent. At the close of the fiscal year 1949 the two agencies 
had 28.5 per cent more persons employed than in 1940. Thus far this 
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number has declined by 2.5 per cent. The level of operation is higher 
and has tended to be better maintained than before. 

One characteristic of industrial mobilization is that the mobiliza- 
tion agencies find it desirable to facilitate joint action by businessmen 
in meeting some of the supply problems of the emergency. In particular 
instances there is desire for exchange of technological knowledge, 
standardization of designs, allocation of components to different pro- 
ducers, agreement upon production schedules, joint placement of the 
subcontracts, and various other forms of concerted action. Under ordi- 
nary circumstances, agreement upon some of these subjects probably 
would be unlawful under the antimonopoly statutes, and agreement 
upon others might be suspect; for such agreements frequently spring 
from a purpose to reduce competition for the sake of enhancing prices 
and profits or excluding independent enterprises from the market. 
During industrial mobilization, the purpose of the government in 
adopting such programs is to facilitate rather than to restrict produc- 
tion, and this purpose is likely, but not absolutely certain, to be 
wholeheartedly accepted by the participants in the plan. 

During the first part of the second World War, arrangements for 
joint business action for war purposes were made informally. The As- 
sistant Attorney General in charge of enforcing the Sherman Act an- 
nounced that he would regard as a reasonable restraint of trade, and 
therefore as lawful, any joint activity which was certified by the 
head of a war agency to be essential to the national war effort. Sub- 
sequently, the Chairman of the War Production Board was given by 
statute the right to make such a certification and thus to exempt the 
activity in question from the application of the antitrust laws. For the 
most part the exemptions created no major difficulties under either sys- 
tem. But toward the close of the war the Department of Justice pro- 
tested the use of the exemption power to prevent the antitrust laws 
from being invoked against railway rate bureaus, which existed long 
before the war but were said by the agencies administering transporta- 
tion policy to be essential tools for the emergency. 

In the present industrial mobilization the antimonopoly agencies have 
been given a larger responsibility in the grant of such exemptions. 
The Defense Production Act provides for Presidential approval of 
voluntary agreements to further the objectives of the Act and author- 
izes the President to delegate the power to request the execution of 
such agreements. 

However, if the authority is exercised through delegation of power, 
the official exercising it is required to consult with the Attorney Gen- 
eral and the Chairman of the Federal Trade Commission prior to mak- 
ing requests or findings and to obtain the specific approval of the 
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Attorney General for any request that he makes, Only if this procedure 
is followed does the statute grant an exemption under the antimonopoly 
laws. 

Under this provision the Attorney General may prevent business 
from acting jointly under an exemption from the law by withholding 
his approval of the plan. The Chairman of the Federal Trade Com- 
mission may express his views but is not empowered to prevent the 
granting of the exemption. In practice when a proposal appears to be 
unobjectionable, the latter official indicates in writing that he has been 
consulted as provided in the statute. 

Thirty-six exemptions have been granted under this procedure. In no 
case has the Attorney General withheld approval or the Chairman of 
the Federal Trade Commission refused to grant clearance. In practice 
the statutory requirement has led to informal conference at the staff 
level between the defense agencies and the antimonopoly agencies, 
often prior to the transmission of a formal request for approval or 
clearance. As a result of these conferences, various changes in pro- 
posals for concerted action have been made by agreement between the 
agencies, and thus the proposals have been made acceptable to the 
antimonopoly agencies. Certain simple standards have been formulated 
and applied until they have become axiomatic. Among them are pro- 
visions that governmental officials shall be fully informed of the char- 
acter of the joint action taken; that the scope of the action shall be 
determined by governmental requests; that reasonable provision shall 
be made for all interested business enterprises to participate in the 
joint action, including enterprises that may later acquire an interest 
through the placement of a subsequent government contract; and 
that exemption shall not extend to activities occurring prior to the 
government’s request. I believe that the present system of approvals 
and clearances has substantially reduced the danger that proposals for 
joint action may become subject to abuse but has placed no serious 
obstacle in the way of such concerted effort as is appropriate to the 
defense program. 

In the long run, the principal effect of the present industrial mobili- 
zation upon competition is likely to spring, not from business practices 
arising in the private sector of the economy nor from joint business 
action sanctioned by government, but rather from the direct effects 
of the administrative programs of the government. 

Purchases by the government, allocation programs, tax amortization 
certificates, and government loans and price controls may determine 
the relative fortunes of new and old business, large and small business, 
businesses using different processes or producing different goods. To 
exercise a decisive influence upon the character of production and dis- 
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tribution is the very purpose of the controls, and it is a part of this 
purpose to facilitate the work of those who contribute to the mobiliza- 
tion effort by making life harder for others. Thus it is inherent in such 
controls to take the place of some kinds of competition and to bear 
unequally upon different concerns. 

Nevertheless, one may properly ask if the impairment of competition 
has been held to a minimum and if the inequalities are of a kind that 
are likely to reduce competition still further. 

The experience of the second World War suggests that two effects 
harmful to competition are likely to be built into the decisions of 
mobilization agencies. The first is an undue curtailment of promising 
new ventures; the second is an undue aggrandizement of certain large 
enterprises. 

Difficulty in launching new ventures is inevitable when goods are , 
scarce and business is subject to allocation procedures. In such a period 
the needs for established commodities outrun the capacity to pro- 
duce them. There is strong incentive to meet these needs by increas- 
ing the productive power of well-established and successful enterprises 
and by providing increased quantities of materials and equipment that 
are known to be capable of successful use. To divert scarce materials 
to experimental ventures is likely to seem highly imprudent, especially 
if the experiments are proposed by concerns that have not had the re- 
sources to minimize the risk by exhaustive research over a considerable 
period of time. Hence there is a tendency to explore the industrial and 
technological frontier only at points where there is general agreement 
that success is probable, and, even at these points, to entrust the ex- 
ploration to large and well-established concerns. The experiments with 
new concerns using new processes that come to mind from the second 
World War were few; and in launching them an unusually vigorous 
and effective job of persuading the government was done either by 
able promoters or by the country’s outstanding scientists working in 
co-operation. 

The effect of this partial blockage of new blood and new ideas can- 
not be demonstrated, for in the nature of the case no one can know 
what improvements are thereby foregone. However, it is obvious that 
the longer the blockage continues the more serious its consequences are 
likely to be. The effects of failure to change are probably cumulative. 
Hence if such blockage occurs during the present emergency, it may 
be expected to curtail national productivity more severely than in the 
second World War. 

In amending the Defense Production Act in July, 1951, the Congress 
expressed concern about such possible developments by providing that 
allocations which significantly dislocate the civilian market shall not 
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exclude new concerns from a fair and reasonable share of total author- 
ized production. However, nq special machinery was established to 
wrestle with the difficult question of determining what new concerns 
show promise and what their fair share may be. No mention was made 
of provision for new technological processes to be inaugurated by enter- 
prises that already exist. 

To offset the handicaps upon new technology during World War II, 
the government made an effort to mobilize the scientific brains of the 
country by administrative devices and to act as promoter of the use of 
new technology where the scientists saw a good opportunity. Though 
sharp breaks with established business practice by organizers of new 
business ventures were relatively few, the infiltration of scientific im- 
provements into industry via governmental channels was substantial. 
There is even more need for such devices at present. 

Industrial mobilization tends to produce an excessive reliance upon 
large enterprises, not only as against new undertakings, but also as 
against existing small enterprises. Large enterprises enjoy certain 
obvious advantages in getting government business. They can afford to 
employ agents in Washington and at places in the field where govern- 
mental decisions are taken. Through these agents they can keep them- 
selves informed about governmental action that is pending, the con- 
siderations that are likely to influence such action, and the persons 
who are likely to make the important decisions. They can assemble 
such facts and arguments as support their interests and can make sure 
that these are in the hands of the appropriate officials at the appropri- 
ate time. Concerns that are not operating on a large scale would find 
this type of work prohibitive in cost. The consequence is that admini- 
strative officials are likely to be familiar with the point of view of 
large enterprises and with the arguments supporting that point of 
view, and to be imperfectly informed about the point of view of smaller 
concerns. 

Moreover, there are certain attractions in relying upon large con- 
cerns. A given total of production or capacity can be covered with 
fewer decisions, and hence quite probably in a shorter time. The large 
concern is known to have attained at least certain minimum standards 
of competence and reliability; though some small companies may do 
better, others are likely to do worse, and a government official is likely 
to be uncertain how to distinguish the good from the bad. The tendency 
to have confidence in the larger company is enhanced in a period of 
industrial mobilization by the fact that the expanded administrative 
personnel of the mobilization agencies includes a considerable number 
of businessmen drawn from the larger companies, which can more 
readily spare an executive than can a small company, and that these 
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temporary government officials have personal contacts with the execu- 
tives of other large companies and hence have firsthand knowledge as 
to their competence and reliability. No assumption of sinister influence 
is necessary to explain the fact that the larger companies are likely to 
obtain an advantage in dealing with the government in an industrial 
mobilization period. 

During the second World War the large companies were conspicuous 
receivers of government orders and government loans. According to 
published reports, 100 corporations obtained 67 per cent of the prime 
war supply contracts awarded by the government from June, 1940, 
through September, 1944, and of these, 10 companies obtained 30 per 
cent of the total contracts. Since the prime contractors placed portions 
of their orders with the subcontractors, the distribution of the work was 
broader than these figures suggest. However, a study of the subcon- 
tracts of 252 of the largest corporations, which was made by the 
Smaller War Plants Corporation in 1943, showed that these companies 
placed with subcontractors only 34 per cent of the value of their 
prime contracts, and that three-quarters of these subcontracts were 
awarded to concerns employing more than 500 workers. The larger 
subcontractors in their turn let sub-subcontracts for 13 per cent of the 
subcontracts they had received, but awarded 56 per cent by value to 
companies of similar size. 

A similar concentration appeared in governmentally financed re- 
search. During the fiscal years 1940 to 1944, inclusive, the federal 
government is reported to have awarded 915 mil‘’on dollars of research 
contracts to private industrial laboratories. Out of the 2,000 companies 
that received such contracts, 20 received 50 per cent of the money 
and 10 obtained 37 per cent. 

Very much the same picture appeared in the construction of new 
plants. About one-third of the new capacity constructed during the 
second World War was privately financed, and of this 51 per cent was 
built by the 100 largest corporations. The other two-thirds of the 
new capacity was publicly financed. Most of the government-owned 
plants were operated by private companies during the war, and many 
of them were made available for sale thereafter. Information is avail- 
able as to the disposition of the first 2.5 billion dollars of plant disposals 
prior to the end of 1946. Sixteen concerns acquired 54 per cent of the 
total by value. 

The bearing of such concentrations upon the maintenance of com- 
petition is broadly obvious but is difficult to state with precision. Some 
portion of the concentration evident in these figures was an inevitable 
consequence of the fact that war orders were heavy in certain indus- 
tries characterized by large companies. Some portion of it was an 
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inevitable consequence of the demand for complicated and heavy 
equipment incapable of production except by a large company. Some 
portion of the concentration of new capacity was the logical corollary 
of the concentration of government procurement. Some portion of the 
concentration of payments for research was appropriate both to the 
concentration of procurement, and to the scope of existing research 
facilities possessed by the largest companies. However, after allowance 
is made for such factors, there is reason to believe that the advantages 
of the large companies in contracts and reputation gave them a place in 
the mobilization picture larger than was appropriate to their greater 
capacity to contribute. This conclusion is supported by the fact that 
before the war ended there was evidence that production of relatively 
simple items by some of the largest companies was lagging almost a 
year behind orders, whereas smaller companies had smaller backlogs 
of unfilled orders and in many cases had capacity that was not being 
fully used. 

The effect of such excessive reliance upon large companies for in- 
dustrial mobilization depends upon the amount of leeway that remains 
in the private sector of the economy for the smaller concerns. If the 
government-directed mobilization program comes to include most of 
the economy, the dominance of large concerns in that program may 
also mean their dominance in the nation’s industrial system. At lower 
levels of industrial mobilization, the principal effect may be a diver- 
sion of the largest companies from the free private sector of the econ- 
omy to the governmentally managed sector, accompanied by an in- 
crease in the place of the smaller companies in the private sector. 
Such a transfer of functions may conceivably mean no reduction in the 
relative importance of the smaller concerns as measured by assets or 
income or profits, but a progressively closer alliance between the larger 
concerns and the government on matters of grand industrial strategy. 
Either of these effects may be produced only in certain industries of 
strategic importance or in the larger part of manufacturing as a whole. 
But whether the effect of excessive reliance upon large companies is an 
enhancement of their place in the economy or merely an enhancement 
of their ties with the government and whether it occurs in generally 
or only in segments of the economy, it creates problems for the vigor of 
a competitive policy. 

A determined effort is being made to avoid excessive reliance upon 
large companies during the present period of industrial mobilization. 
In the Defense Production Act of 1950, the Congress provided that 
such exemptions should be afforded to small business as might be 
feasible. It also provided that, in allocations of material resulting in a 
significant dislocation of the normal distribution in the civilian market, 
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provision should be made so far as practicable for fair shares of the 
available civilian supply on the basis of a representative period prior 
to June 24, 1950, and with due regard to the needs of new businesses. 
When this Act was amended in July, 1951, this language concerning 
allocations was modified to direct that there be due regard to the cur- 
rent competitive position of established business, with the proviso I 
have already mentioned that the restrictions imposed “shall not exclude 
new concerns from a fair and reasonable share of total authorized 
production.” In addition, the amendment established a Small Defense 
Plants Administration, which was directed to apply the policy “that 
a fair proportion of the total purchases and contracts for supplies and 
services for the government shall be placed with small business con- 
cerns.” To this end the new agency was empowered to recommend 
RFC loans to enable small enterprises to finance construction, conver- 
sion, expansion, or research; to take contracts from the procurement 
agencies and let them to small concerns on subcontract; and to provide 
technical and managerial aids for small business. To facilitate such 
work, it was empowered to make an inventory of the productive facili- 
ties of small business concerns, to determine what enterprises are small, 
to certify as to the competency, capacity, and credit of small business, 
and to ascertain the means by which the productive capacity of small 
businesses can be most effectively utilized. The statute provides that its 
certifications of capacity and credit shall be conclusive for government 
agencies having procurement powers. 

This new agency was also empowered to act as the advocate of small 
enterprises before other defense agencies. The statute provides that 
when materials or supplies are allocated by law, a fair and equitable 
percentage shall go to small plants unable to obtain them from usual 
sources and that in determining this percentage full consideration shall 
be given to the claims presented by the Small Defense Plants Admini- 
stration. Similarly, this administration is given the duty of consulting 
and co-operating with appropriate government agencies in the issuance 
of all orders limiting or expanding production as well as in the formula- 
tion of policy in granting priorities. It is also empowered to study the 
effect of price, credit, and other controls imposed under the defense 
program, and to make recommendations for their adjustment to the 
needs of small business where it finds that they discriminate against or 
impose undue hardship upon small business. 

Even before the establishment of the Small Defense Plants Admini- 
stration, the National Production Authority had set up a small busi- 
ness division, designed to make sure that the interests of small concerns 
were adequately considered in the development of allocation programs. 
Similarly, the agencies responsible for defense procurement had sought 


I 
| 
| 


GOVERNMENT POLICY ON BUSINESS PRACTICES 415 


to give effect to the Congressional policy of utilizing small business by 
appropriate instructions to their staffs and by compiling figures to show 
what proportion of their orders were placed with small enterprises. 
Thus far the reports have not been very illuminating, for they have 
relied upon an arbitrary definition of a small concern as one with fewer 
than five hundred employees, whether that concern is producing lum- 
ber, men’s shirts, airplanes, or tanks. Moreover, they have not provided 
a basis for comparing the distribution of government orders between 
large and small concerns with the distribution of productive capacity 
or of other types of purchase. Consequently they have made the policy 
of placing contracts with small enterprise look effective in those in- 
dustries where most of the capacity is in the hands of the small and 
ineffective in those industries where most of it is in the hands of the 
large. Furthermore, the published figures do not show what portions 
of the business that go to the larger companies may be concentrated in 
a few of those companies. As more realistic definitions of small business 
are developed and applied to the statistics, it is to be expected that 
these reports will become more useful. 

In the absence of a close analysis of what is possible, the available 
figures are insufficient to show to what extent we may be once more 
placing too much reliance upon the big companies. From July 1, 1950, 
until June 30, 1951, according to the Munitions Board, the largest 100 
prime contractors received 61.5 per cent of the military contracts in 
excess of $10,000 awarded in the continental United States. Of nearly 
8.25 billion dollars of new plants covered by certificates of necessity, 
74.3 per cent was being constructed by concerns with more than 2,500 
employees. In the year ending June 30, 1951, concerns with fewer than 
500 employees received 21 per cent of the total value of military prime 
contracts let and 30.3 per cent of the total value of other government 
contracts. These figures show that we are repeating the pattern of reli- 
ance upon the big, but they do not show the extent to which we can 
avoid it. The Small Defense Plants Administration is too new to have 
developed the standards, the definitions, and the statistics that would 
be capable of determining what are reasonable goals for a greater dif- 
fusion of the defense effort. 

Alongside the specialized provisions designed to protect small busi- 
ness, an effort has been made to prevent monopolistic developments by 
assigning to the antimonopoly agencies a broad duty of surveillance 
over the impact of the defense program upon competition. The Defense 
Production Act directs the Attorney General to make surveys or to 
request the Federal Trade Commission to make them for him for the 
purpose of determining any factors which may tend to eliminate com- 
petition, create or strengthen monopoly, injure small business, or other- 
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wise promote undue concentration of economic power in the course of 
the administration of the Act. He is directed to report to the Congress 
and the President concerning such matters and to make whatever 
recommendations he may deem desirable. This statutory provision was 
supplemented on September 28, 1950, by a memorandum from the 
President to the defense agencies directing them to consult with the 
Attorney General and the Chairman of the Federal Trade Commission 
“for the purpose of determining to the extent consistent with the prin- 
cipal objective of the Act and without impairing the defense effort of 
eliminating new factors which may tend to suppress competition, 
unduly create or strengthen monopolies, injure small business, or other- 
wise promote undue concentration of economic power.” This mem- 
orandum provided that the Attorney General and the Chairman of the 
Federal Trade Commission should report to him from time to time con- 
cerning the progress being made in carrying out this policy. 

The Attorney General has published three reports in compliance with 
the relevant part of the Defense Production Act. The first of these 
summarized the dangers to competition that appeared in the admini- 
strative programs of the second World War. The second recommended 
over-all central planning of the government’s procurement program. 
The third reiterated and amplified this recommendation. 

In accord with the President’s memorandum, the antimonopoly 
agencies have been included among those who are asked for comment 
upon the drafts of most of the orders as to production control. There 
have been staff conferences concerning some of the more important 
issues, such as the decision whether or not the government should 
facilitate the entry of Anaconda Copper Company into aluminum 
production. There are, however, practical limits to the effectiveness of 
this type of consultation. A decision by a defense agency takes place 
within a range of alternative possibilities and technical considerations. 
Insofar as an antimonopoly agency is not fully informed of the 
boundaries of the problem, it finds difficulty in offering useful com- 
ment. The proposed decisions of the defense agencies are likely to seem 
reasonable on the basis of the facts and arguments which those agencies 
have brought together, and only in instances where an antimonopoly 
agency has independent sources of information that are directly rele- 
vant to the problem can it hope to go beyond these facts and argu- 
ments. Even where the antimonopoly agency has a firm grasp of some 
aspects of the problem, it is in no position to appraise the urgency of 
considerations arising within the defense program which the defense 
agency may believe are important enough to justify an impairment of 
compétition. Thus at best the effect of the consultative program is to 
call the attention of the defense agencies to competitive aspects of 
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their problem which they may have overlooked, and this service can 
be performed intermittently but not regularly. 

Last July the Chairman of the Federal Trade Commission testified 
before a Congressional committee that: 

It would be hopeless to expect that programs of this type can be kept fair to small 
business as against large or to new business as against old through surveillance by a 
bystander agency, whether that agency be the Federal Trade Commission or any other. 
The only way to make sure that such programs are administered with due attention to 
their effect upon present and future competition is to build the protection of competition 
into the administrative agency itself. . . . 

There is reason to believe that the institutional residue of the present 
emergency period will be more significant than that of the second 
World War. In World War ITI an all-out effort was made for a short 
time. The departure from ordinary means of doing business was ex- 
treme, but because it was short it made few changes in our basic in- 
stitutions. The present industrial mobilization is less thorough than 
that of full-scale war; its control programs are less ambitious. How- 
ever, the prospect that we may find it necessary to remain upon a 
defensive alert for a decade or a generation suggests that the patterns 
of our preparedness and of the controls associated therewith are likely 
to have a lasting effect. We should watch carefully their impact upon 
competition; we should avert, so far as possible, whatever monopolistic 
tendencies they display; and if at any point we must permanently sur- 
render competition for security’s sake, we should do so with our eyes 
open and with a determination to provide alternative safeguards for 
the public interest as effective as those of competition. 
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By Epwarp C. WELSH 
Reconstruction Finance Corporation 


It is my intention to concentrate on certain major phases of govern- 
ment aid to business expansion. However, I would like to divest myself 
of a few generalizations to provide a loose conceptual framework for 
the more specific examination which follows. 

First of all, this is an emergency, or, in other words, a normal situa- 
tion! Consequently, by directing my remarks to the present, I can dis- 
miss such abnormalities as peace, good will, or the smooth operation 
of a competitive price system. 

Secondly, it is both a strength and a weakness of private enterprise 
that it cannot produce sufficiently for defense or war without govern- 
ment assistance. This is indeed a strength, since it means that a demo- 
cratic decision is required before this country can even begin to prepare 
for war. After my three and a half years in Japan, where private indus- 
try not only could but did act as the catalyst for war, I am particularly 
impressed with the fact that, up to this point anyway, it has been im- 
possible for private industry to organize this country for war or a 
defense program without government assistance. 

It is curious, perhaps, that U.S. industry has to be prodded into even 
relatively small actions which would strengthen this country’s defenses 
or its striking power. It is curious, since profits, even after taxes, are 
usually high during an armament program and presumably profits are 
still a strong motivating source in private industry. Generally, however, 
it is profits derived from the activities currently engaged in which 
motivate most business decisions. It may be a questionable but pro- 
vocative generalization to point out that private business has begun to 
mean privately-owned business rather than private enterprise in the 
sense of willingness to take risks with what is privately owned. 

Those who cry “socialism” these days may be doing no more than 
making a public announcement of the superficiality of their analysis. 
Private ownership—private profit—and the cherished right to fail in 
business are still with us, stronger and in some respects bigger than 
ever! But private ownership of business without private assumption 
of risk and with a minimum of competition endangers our form of 
democracy more even than government ownership, because it forms a 
basis for Fascism in which democratic features are notably absent. 
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We are at war now! Some call it a little war, since each time we do 
something in the United States it has to be bigger than the last time 
or we try not to notice it. Yet, from the casualty lists and the changes 
in our production mix we must recognize the fact that “there is a war 
on and we are in it.” 

Why did it take such an effort on the part of the United States Gov- 
ernment to get the steel industry to start expansion or to get increased 
aluminum production or to get any airplanes produced in quantity or 
to get machine tools expanded? Private industry fought such basic 
actions very vigorously. However, it is not fair to accuse but it is useful 
to explain. 

One of the major reasons was that it is easier to maintain scarcity 
when one does not expand productive capacity. Likewise, there is a 
very substantial investment in advertising in nonessential consumers’ 
goods. In some cases, the various opportunity uses for available funds 
discouraged needed expansion, while in other cases funds were not 
readily available. Significant also is the often controversial but never- 
theless practical element of waiting to see how the risks will be mini- 
mized so that the profits may be more certain; in other words, to see 
what the government will do to pass the risks to the taxpayers generally 
and the contracts with extra profits to business specifically. Again it is 
not a question of patriotism or honesty. Nor is it a lack of aggressive- 
ness, as is clearly evidenced by the vocal and other attacks against the 
taxes levied on such profits. Much of private industry wants to have 
uncertainty removed before rather than as a result of their assumption 
of “risks.” 

We found ourselves in June of 1950 with a high level of production, 
employment, profits, and living standards. This situation was further 
characterized by substantial exports of goods to other countries, which 
were attempting to recover from the last war and which were attempt- 
ing to survive without being pushed into Soviet feudalism. 

Then came the Korean attack—and we were at war again. A defense 
program was initiated. Fortunately, there was some good planning 
ready this time. The National Security Resources Board, which had 
been urged by the President when he was a member of the Senate, had 
prepared plans for mobilization. These plans not only included a 
defense mobilization organization to be established within the govern- 
ment but also had, in various stages of readiness, drafts and proposals 
for stimulating and assisting private business to perform effectively in 
the mobilization effort. These included such devices as special tax 
privileges, procurement contracts, loan guarantees, direct loans, etc. 
It is worth noting that the plans for mobilization were and are based 
on production by private enterprise, with government assistance, 
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rather than upon government enterprise with private compliance. 

Although there was—and occasionally continues to be—some talk of 
full mobilization of the economy for a war against Sovietism, it became 
clear quite quickly that partial mobilization was the real issue. This 
meant, in large measure, preparation through addition rather than 
by subtraction. In other words, the approach became one of increas- 
ing the guns while at the same time increasing the number of television 
sets. 

The economic aspects of this approach are obvious. It meant ex- 
panding the base—enlarging our capacity to produce and then using that 
enlarged capacity. The obstacles or the hurdles to such a program were 
and are: shortages of basic materials such as steel, aluminum, copper, 
etc.; shortages of labor; shortages of machine tools; shortages of pro- 
ductive facilities; shortages of investment funds; etc. In addition, it 
was just as clear that overcoming such shortages would mean going 
to higher cost sources for materials, would increase the bidding for 
available supplies, would temporarily increase scarcity of basic items 
as materials and labor are used to produce the additional capacity, 
would inject substantial increases of funds into circulation without 
bringing forth added goods on the market to absorb such funds, and 
would call for increased taxation and increased governmental controls. 

There are those of us who are sufficiently optimistic concerning this 
country’s future to believe that much of the expanded base can, in the 
future, be used to support a higher standard of living instead of a 
greater output of war materials. However, winning the war, building 
the peace, and whipping the inflation must come first or such optimism 
has been clearly unwarranted. 

Under conditions of full employment and full use of facilities, rising 
prices often do not act to encourage expansion of production. In fact, 
relatively stable prices are an essential condition to any significant and 
rapid expansion of production, under such conditions. This reverts 
to the previous generalization; i.e., that the profit drive is most effective 
as a stimulus when the unknowns in the projections are the least. Infla- 
tion is clearly a complex of cost unknowns. Without indulging in the 
interesting analysis of which comes first (i.e., price increases in those 
items which are production costs or those items which are end-prod- 
ucts), it is revealing to note several indexes of recent date. Since the 
Korean outbreak, the following increases have taken place: general 
index of primary market prices 24.6 per cent, wholesale price index 
12.5 per cent, and consumers price index 10.1 per cent. However, since 
a year ago the rate of change has reversed its trend: i.e., general index 
of primary market prices down 7.3 per cent, wholesale up 2 per cent, 
and consumers up 6.7 per cent. The time dimension is so important in 
any examination of inflation that it is readily overlooked. 
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Without dwelling on the matter further, it is obvious that foremost 
among the government aids to business expansion is a program of 
effective price stabilization—within a setting such as the one currently 
confronting this economy. This is not always recognized as assistance, 
particularly by the industry; but even their failure to agree with this 
position is largely due to any lack of effectiveness of the program in 
controlling the prices of certain major items which are costs to them. 

Two specific government aids to business expansion merit particular 
attention, as they are so readily distinguished as such. Reference is 
to the issuance of Necessity Certificates permitting accelerated tax 
amortization and to government loans. Although they are distinctly 
different in form, they are not unrelated in effect or even in administra- 
tion. In fact, it is primarily the administration of these two devices 
which calls for examination. 

In the Revenue Act of 1950, the Congress amended the Internal 
Revenue Code to provide for accelerated tax amortization of emer- 
gency facilities. This was clearly for the purpose of encouraging expan- 
sion of productive facilities. Obviously, it was not intended as a means 
of avoiding a surplus of tax revenues during the emergency! 

This legislation provides: 

(1) Every person, at his election, shall be entitled to a deduction with respect to the 
amortization of the adjusted basis . . . of any emergency facility . . . based on a period 
of sixty months; (2) .. . emergency facility means any facility . . . the construction, 
reconstruction, erection, installation, or acquisition of which was completed after December 
31, 1949, and with respect to which a certificate . . . has been issued; (3) in determining 
the adjusted basis of an emergency facility. . . . There shall be included only so much 
of the amount of the adjusted basis of such facility . . . as the certifying authority .. . 
has certified as necessary in the interest of national defense during the emergency period, 
and only such portion of such amount as such authority has certified as attributable to 
defense purposes. 

The really new and complex feature in the administration of this 
legislation arises primarily from the limitation on the portion of the 
cost of the new facility which has to be certified as being attributable to 
defense purposes. This was placed in the law to prevent accelerated 
amortization of that portion of the facilities which are expected to 
have profitable usefulness after the emergency. It was prompted by the 
intent to avoid the large number of 100 per cent certificates issued 
during the last war. 

How can an administrative authority or anyone else for that matter 
determine what portion of a new facility will have economical or 
profitable usefulness at some unknown time in the future? Obviously, 
there is no formula or other mechanical means for making such a 
determination. It is relatively easy to conclude that a one-purpose 
structure or machine developed for producing a highly specialized 
part for a gun turret could receive a 100 per cent certification as being 
entirely attributable to the emergency and as having a minimum of 
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nonemergency usefulness. On the other hand, a steel rolling mill, whose 
output is to be used currently for the production of battleship arma- 
ment or other military end-items, could not receive such a certification. 

The difficult part, of course, is what percentage if any should the 
steel rolling mill receive after it is decided that it does not merit 100 
per cent under the law. At least, the range is between something less 
than 20 per cent annually and something more than the normal rate of 
about 4 per cent annually. 

The intangibles in the process are many. However, by applying a 
series of criteria to each industry and then more specifically to each 
facility, an increasingly sound basis for a decision develops. General- 
ized conviction translates itself into specific percentages, which are 
difficult to defend but which are just as difficult to attack successfully. 
Having determined what materials or services are required for defense 
purposes and having made a projection of the quantity of such require- 
ments (which projections, incidentally, are continually subject to 
change with more accurate data and with changing conditions), the 
first question is whether there is in fact a shortage of the facilities for 
producing these needed goods and services in the needed quantities. 
Then expansion trends, including replacement rates, are examined in 
each industry to attempt to determine how much, if any, of the needed 
expgnsion would occur without special tax arrangements and whether 
such expansion would occur as quickly as needed. Other considerations 
include the effect of the expansion upon competitive conditions within 
the industry, the availability of manpower, and other factors of pro- 
duction in the area in which the facility is to be constructed, etc. 

It should be kept in mind, however, that the atmosphere within 
which all these rather vague findings are being made is one of how 
much must be allowed in order to obtain quickly the expansion needed. 
Gradually, a pattern for an industry becomes established and the range 
of percentages narrows. This continues up to a point when the amount 
of expansion, either attained or under construction, is considered suf- 
ficient, and then the applications for further expansion no longer meet 
the criteria as emergency facilities. 

The stimulation feature of the Necessity Certificate is clearly noticed 
when we examine the facts in the steel industry, as an illustration. The 
management in almost every instance made it clear that they would 
not expand their steel capacity without being permitted to accelerate 
their rates of amortization. It was obvious that a substantial increase in 
steel production was needed and that the expansion was most essential 
at the early stages of the productive process. Consequently, higher 
percentage rates were authorized for ore facilities and coke ovens than 
for the finishing facilities. 
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There are two basic features of Necessity Certificates which stimu- 
late both the amount and the speed of industrial expansion: one mini- 
mizes the risk to private owners of having excess capacity or at least 
capacity burdened with high overhead when the great demand for the 
output has lessened and the other increases the ease with which funds 
for such expansion can be obtained. 

It is, of course, not always a sound business decision to use the 
Necessity Certificate once it has been obtained, particularly if tax rates 
are expected to remain at least as high after the accelerated write-offs 
have been used. However, it is generally a distinct asset to a company 
to possess such a certificate, as it amounts to an official finding as to 
the defense essentiality of the facilities and as it makes it much easier 
to obtain funds for financing the project. 

In brief summary, Necessity Certificates have the following eco- 
nomic significance: they (1) encourage the expansion of facilities on 
a selective basis in accord with broad national objectives; (2) increase 
the tax revenue base, through expanded revenues from increased sales, 
while decreasing the tax revenue from each sale; (3) expand the 
privately-owned industrial plant of the country relative to the govern- 
ment-owned portion; (4) increase the rate of turnover of term capital 
and, in that sense, increase the amount of available investment funds; 
(5) increase the dependence of private industry upon the government 
for the assumption of risks; (6) increase the rate of obsolesence of 
existing facilities by speeding up the rate of construction of improved 
plants and equipment; (7) discourage the flow of investment into term 
projects which are not sufficiently essential to merit receipt of such 
special tax arrangements; (8) increase the pressure on price control 
authorities and procurement authorities to recognize the “higher costs” 
of overhead during an emergency; and (9) increase sharply the price 
pressure at the basic materials level, at least through the period of 
accelerated use of rather than production from the expanding facilities. 

Some of the above generalized effects of Necessity Certificates are 
in fact to be attributable to expansion per se rather than expansion 
which has been encouraged by this tax device. However, to the extent 
that the expansion would not have taken place anyway or as quickly, 
such effects can not be disassociated from the device itself. 

The transition from examination of Necessity Certificates to that of 
government loans follows, not only from the! general subject matter 
being treated, but also from the significance of such certificates in the 
capital market. They are both government aids to business expansion, 
with the Necessity Certificate being more of a stimulation and the loans 
being more of an enabling device. 

Before scrutinizing the specifics of the government lending opera- 
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tions, there are a few introductory generalizations which merit atten- 
tion: (1) Government lending is, in purpose and in fact, the flexible 
feature of the private capital market. (2) During periods of severe 
depression, as in the early thirties, or of accentuated prosperity, as in 
the early fifties, some inflexibility in our private credit system becomes 
evident. It is the role of the government to add that flexible increment 
to the supply of credit. (3) To the extent that government lending 
competes with rather than supplements the private credit system, it is 
not performing an appropriate function in a private capitalistic econ- 
omy. (4) In spite of its few highly publicized loans to large corpora- 
tions, government loans have been and still are overwhelmingly to small 
companies. (5) The greatest weakness in the government loan admin- 
istration has not been that it has made too many loans or unsafe loans 
but that its lending principles have not generally kept up with changing 
economic conditions. (6) It is easier to administer a government lend- 
ing program during a deflation than an inflation, particularly since dur- 
ing the latter there is real danger of a conflict with the government’s 
credit control and price control policies. (7) Government lending is an 
established feature of our economic picture and hence the practical 
approach is toward continued scrutiny of its policies and its effects 
rather than to the merits of its existence. 

There are several steps which a private businessman should take 
prior to his making a direct application to the government for a loan. 
It is not the purpose here to do more than mention them, but that 
much is pertinent in fitting the government lending activities into their 
proper perspective. First of all, whether or not he has a defense con- 
tract and whether he needs funds for fixed or working capital or both, 
he must make certain that he cannot obtain the funds on reasonable 
terms from private sources. This search for private funds should not 
be limited to commercial banks but should include the applicant’s own 
resources, insurance companies, etc. 

If he cannot obtain the funds from private sources without govern- 
ment assistance, he should find out from his commercial bank if 
it would make the loan with a government guarantee. If the bank is 
willing to do so, the bank makes the application to the Federal Reserve 
bank, which will, as fiscal agent in this “V” loan process, ascertain 
if the appropriate defense agency will guarantee the loan, and, if so, 
to what extent. If the loan is guaranteed, it will be disbursed by the 
commercial bank which made the application. 

If unsuccessful in such efforts, the zpplicant may turn to the govern- 
ment as a direct source of funds. If he has a contract with a procure- 
ment agency of the government, he can apply to that agency for ad- 
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vance payments, progress payments, or partial payments as working 
capital to enable him to deliver under the contract. 

As for a direct loan from the government, the businessman should 
make application to the Reconstruction Finance Corporation. He need 
not apply for a loan under a particular provision of a particular 
statute; i.e., Section 4(a) of the RFC Act or Section 302 of the De- 
fense Production Act or Section 714 of the Defense Production Act. It 
is the responsibility of the RFC to evaluate the application first under 
the RFC Act and then, if it cannot be authorized under that Act, it will 
be judged in respect to either or both sections of the Defense Produc- 
tion Act to determine if it can meet the provisions of such sections. 

The primary differences between the standards for judging an appli- 
cation under the RFC Act and the Defense Production Act are that 
the credit requirements are more strict under the former and the eligi- 
ble purposes more limited under the latter. Generalizing further, it is 
accurate to observe that: (1) private bank loans are more selective 
creditwise and somewhat less limited by public interest requirements; 
(2) RFC Act loans are as strict as practicable on a credit basis but, 
since they are loans which must have been turned down by private 
banks first, many of them are somewhat more “risky” than those 
handled by private banks; (3) RFC Act loans are currently limited 
to those which will increase or maintain the production of essential 
goods and services, and hence some types of loans which private banks 
can and do handle are not eligible for authorization under RFC loan 
policy; (4) Defense Production Act loans are even less secure from a 
collateral and even sometimes from a prospective repayment point 
of view than any other government loans. However, the government 
has a good over-all record in receiving repayment of its loans. 

From the economic point of view, the most significant recent de- 
velopment in government loan policy is the fact that there is one. This 
new policy places somewhat less emphasis upon the liquidation poten- 
tial of the Joan and more emphasis upon what the funds are to be used 
for by the company as a going concern. A few outstanding features of 
this loan policy merit outlined reference: (1) “primary consideration 
... Shall be the interest of the general public rather than the interest of 
the individual borrower’; (2) “loans shall not be granted which would 
in effect promote monopoly”; (3) loans are prohibited for bailing out 
creditors, refinancing existing debt, effecting change in ownership of 
a going business, or making speculative investments or purchases; (4) 
“all loans must assist, expedite, increase or maintain the production of 
goods or services necessary to meet either military requirements or 
essential civilian requirements”; (5) no loan should be basically infla- 
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tionary, as a finding must be made that the funds “will produce either 
an increased supply of essential goods or services or the prevention of 
a decrease.” 

In addition to meeting the policy requirements under the RFC Act, 
as just outlined briefly, all loans under Section 302 of the Defense Pro- 
duction Act must pass the test of aiding in carrying out government 
contracts for the procurement of materials or the performance of serv- 
ices for the national defense. For a loan to be authorized under Section 
714 of the Defense Production Act, it should come within the broad 
policy criteria of the RFC Act policy and in addition it can be for 
small business enterprises only. 

As could readily be anticipated, the administration of the RFC loan 
policy has resulted in a significant decrease in the number of loans 
authorized. This purposeful selectivity means that the government does 
not attempt to meet all the credit demands of those who cannot be 
supplied through private sources. Consequently, the policy of denying 
large numbers of loan applications tends through its negative force to 
encourage conversion to essential activities, as by so doing an applicant 
increases his eligibility for funds under reasonable terms. 

Another aspect of selectivity, i.e., that of making loans only when 
funds are not available from private sources, has the special feature of 
assisting primarily small business enterprises. In fact, approximately 
90 per cent of the RFC Act loans, by number of authorizations, are 
for amounts of less than $100,000 and close to 98 per cent of all the 
RFC Act loans are to companies which are relatively small in their 
respective industries. 

It is anticipated that the demand for loans from the government will 
accentuate sharply during the coming twelve months, at least. Whether 
this demand brings forth an increase in the over-all effective supply or 
whether it is in part offset by a decreased demand from other uses 
depends upon the effectiveness of price controls as well as voluntary 
and compulsory credit controls. There is, however, no doubt that 
private banks are extended to an abnormally high ratio and that the 
increasing amount of funds needed for new projects places some of 
the demand outside the ability of many banks to handle within their 
legal loan limitations. 

Some of the reasons advanced for the expected increase in demand 
for government loans are: (1) increased defense orders, with some 
spreading out of those orders through subcontracting to small firms; 
(2) increased percentage of goods produced which do not go on to the 
civilian market; (3) decreased inventories of raw materials and con- 
sequently increased bidding for supplies and the turning toward higher 
cost sources; (4) increased costs of imported materials, as a result of 
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inflation abroad; (5) continued acceleration of the rate of obsolescence 
of military equipment and the consequent higher costs of replace- 
ments; (6) inflationary aspects of the political unwillingness to bal- 
ance government budgets; (7) defense impetus to develop known but 
hitherto untouched reserves of strategic metals and minerals; (8) in- 
creased portion of funds going into expansion of basic facilities, which 
activity increases scarcity of materials needed to produce those facili- 
ties, and decreases the rate of turnover of funds compared with shorter- 
term loans; (9) growing unwillingness of many private businessmen 
to risk their own funds. 

In this sketchy examination of government aids to business expan- 
sion emphasis has been placed upon the financial aspects of the broad 
subject. Even while narrowing the coverage, the treatment was un- 
doubtedly more exhausting than exhaustive. It is intended, however, 
that there may be provoked thereby some further consideration of 
such general observations as: (1) the changing role of risk assumption 
in our economy; (2) the effects of centralized selectivity through gov- 
ernment activity in the credit market; (3) the institutional inflexibility 
of the private credit system, during a sharp change in the amount and 
mix of the demand for funds; (4) the extent to which government 
assistance can contribute to the maintenance of small enterprise and 


industrial competition; and (5) the chameleon possibilities of govern- 
ment’s role in the lending field, depending upon the farsightedness 
and the integrity of its administration. 


DISCUSSION 


Metvin G. pe Cuazeau: Dr. Corwin Edwards’ paper has been in my 
possession for much too short a time to permit detailed analysis; but a hasty 
perusal of its substance against a more careful consideration of Edward 
Welsh’s paper suggests a basic criticism of both. The defect is one of omission 
in the former paper; one of commission in the latter. Especially in times 
like the present when the pressures for extension of government controls and 
functions are great, I believe it is an important defect in our thinking, far too 
egregious both inside and outside of government. In its simplest terms, it 
may be described as the practice of setting artificial standards for judging the 
social performance of private enterprise. Rigging the market against the func- 
tioning of private capitalism can have but one result: an extension of govern- 
meat activities which narrow still further the margins of tolerance for private 
action. 

This subject is far too broad to develop adequately as a comment on the 
papers submitted. I propose, rather, to suggest its relevance in the form of 
two questions which Corwin Edwards failed to discuss and to consider it at 
greater length with reference to Edward Welsh’s remarks on the failure of 
risk assumption in a mobilization economy. 

Mr. Edwards is concerned with the impact of government procurement on 
the future of competition. He quotes figures on the issuing of certificates of 
necessity for the first 8.25 billion dollars of new plant and on the awarding 
of government prime contracts to “show that we are repeating the pattern 
of reliance upon the big” firms, although he properly hedges that such figures 
do not show “the extent to which we can avoid it.” He fears what the lure 
of profit, coupled with discriminatory selection of customers, can do to com- 
petition through increased vertical integration in such circumstances. He 
might have added the more mundane motive of securing a flow of scarce 
materials and components and avoiding or simplifying controls. But it is my 
understanding that the needs of rearmament-——for basic materials like steel, 
copper, and aluminum and for military equipment like tanks and planes— 
fall predominantly on industries which are characterized by large firms. The 
greater proportion of new facilities and important contracts, where this is 
true, must go to big firms. If we are concerned for the future of competition, 
should we not direct our attention to the kinds of competition that do exist 
or can be stimulated among large firms rather than continually stressing the 
competition between big and small firms which may be peripheral at best and 
have little to do with social performance? 

Secondly, Mr. Edwards rightly emphasizes the blight which government 
control may impose on innovation and the threat which this may hold for the 
new and the small venture. He explores, without too much conviction, some 
administrative measures that might be taken to preserve the vitality of ex- 
perimentation. But it is extremely doubtful whether any central group has 
the prescience to supplant the trial and error of a free market in the develop- 
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ment of new products, processes, and technologies. In the interests of pre- 
serving this vital aspect of a private enterprise system, should we not direct 
our attention continuously to the criteria of decontrol? Is it good public policy 
to advance any form of administrative action as more than a temporary, if 
necessary, stopgap? 

Mr. Welsh’s references to the failure of private enterprise to assume risk 
in the current situation trouble me. If he is merely recording the desuetude 
of private capitalism in the face of increasing demands of the state, there 
can be little argument with the fact of the trend but great and unsatisfied 
need for exploration of the scope of government action which intensifies it. 
If, as his words would imply, he is questioning the vitality of the system 
itself on the basis of this trend, I disagree with him. 

Mr. Welsh is apparently perturbed at the alleged unwillingness of Amer- 
ican business to assume, without government assistance and government 
prodding, the risks of investment for a mobilization program. Identifying 
himself with those who have enough faith in the country’s future to believe 
that much of the expanded capacity can be used to support a higher future 
standard of living, he seems to generalize this backwardness of American 
industry into an indictment of modern private enterprise. Thus, “private 
business has begun to mean privately-owned business rather than private 
enterprise in the sense of willingness to take risks with what is privately 
owned.” And again, “private ownership of business without private assump- 
tion of risk and with a minimum of competition endangers our form of 
democracy more even than government ownership. . . .” Once more, delays 
in expansion of steel, aluminum, machine tools reflect the desire of business 
firms “to see what the government will do to pass the risks to the taxpayers 
generally and the contracts with extra profits to business specifically [a desire | 
to have uncertainty removed before rather than as a result of their assump- 
tion of risks.” 

The human frailty to get as much as possible for as little as possible— 
always with us in a private enterprise (if not in any) system—is not here at 
issue. The issue is the unwillingness of private enterprise to accept a risk; 
and the question I raise is whether the risk under consideration (expansion 
of capacity beyond the anticipated commercial requirements of the market 
in order to provide for defense production) is a risk which responsible man- 
agement should be willing to incur at the potential expense of investors and 
of the future position of the firm? 

As a basic principle, I assume it would be agreed that costs and invest- 
ments specifically incurred for national defense are properly a burden on 
“taxpayers generally” and are in no sense the exclusive responsibility of in- 
dividual groups (whether they be rich stockholders or large firms). Secondly, 
World War II experience, with its high corporation taxes, its excess profits 
taxes, and its contract renegotiation, would hardly justify the generalization 
that government contracts are a relatively certain and riskless path to cor- 
porate riches as long as production for the civilian market is a real alterna- 
tive. Small firms sometimes did get a start, with government assistance, in 
areas that it would have been difficult to enter under ordinary conditions; but 
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large, established firms did not generally make earnings in excess of those 
characteristic of high employment peacetime markets. As a generalization, 
then, the imposition of a mobilization program on an economy already 
operating at high levels of productive use of resources will inevitably alter 
the risks associated with aggregate investment for the civilian market and 
increase the demand for productive resources. In the latter, business firms 
share with labor and with farmers the advantages of temporary “scarcity” 
and they should be made to share with them the costs and restrictions needed 
to hold down inflation. What happens to risk in the process? 

The risk of investment in facilities or output specialized to defense use is 
not at issue. This risk of use or nonuse is clearly a national risk and its cost 
is a national burden. How it is best financed—whether through some form of 
direct government expenditure or indirectly through some kind of guaranteed 
purchase of product at fixed prices—is governed primarily by questions of 
mutual convenience and accounting control. 

Important questions of risk assumption arise where capacity provided is 
usable for civilian markets but its commercial value is clouded by considera- 
tions of aggregate capacity, product mix, technology, and/or location relative 
to anticipated market requirements at compensatory prices. This is the prob- 
lem in steel, in aluminum, and in machine tools to which Mr. Welsh refers. 

The evaluation of these risks in a mobilization economy is far more difficult 
than it is either in all-out war or in peace. 

In war, a large proportion of the capacity now being provided could not 
and would not be built. The resources required for the added output and the 
time needed to realize it could not be sacrificed in an all-out effort. And the 
cushion now being created to maintain civilian consumption at comfortable 
levels would not be needed to insure individual incentives in the heightened 
social unanimity of all-out war. 

In peace, the rate of expansion is more closely tied to discernible and more 
stable trends in both demand and technology. Mobilization provides the 
nearest approach to certainty of full use of facilities in an uncertain world 
only as long as mobilization expenditures continue. But the market to which 
the aggregate investment is adapted is a market dominated by a single cus- 
tomer (government) whose planned needs are humped by the rearmament 
phase of mobilization and whose continued long-run needs are subject to the 
unpredictable vagaries of international politics. Risk assumption by private 
enterprise has never been postulated or explored in markets so dominated 
and so unstable. 

But this is not all. Before we, who share no responsibility for industry 
errors in judgment, condemn those who do for their apparent discount of our 
opinions regarding the future, it is incumbent on us to appraise the factors 
which affect costs and revenues of the kind of action we consider socially 
desirable. Of these, the following are important: (1) A capital market in 
which the rewards of risk-taking are diluted by heavy taxation: at the cor- 
porate level in corporation income and excess profits taxes; and again, at 
the investor level, by high progressive income taxes. (2) A profit prospect 
soured by corporate income taxes that take no account of inflation already 
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realized and confidently to be expected as it affects the dollar cost (in in- 
ventory and in capital equipment) of maintaining the real earning power 
of the firm. (3) A price control policy that threatens a further squeeze of an 
already emaciated profit dollar between the upper millstone of ceiling prices 
and the rising political power of organized labor and organized farmers. 

Whether we owe the current situation to an unavoidable deterioration in 
world affairs, to an inevitable growth in the functions of the state in our 
modern society, or to a conscious policy of keeping an inflationary pressure 
on the economy in order to maintain high levels of employment, or to some 
combination of these forces, is probably irrelevant here. But whatever the 
source, the economics of a mobilization—welfare-high-employment state im- 
poses new risks and new restrictions on the functioning of a private enter- 
prise system. Unless these limitations are recognized, unless conscious efforts 
are made to adapt government policy as far as possible to the conditions 
under which private enterprise can plan and operate effectively, there is great 
danger that the conditions imposed and the criteria of social performance 
created can be satisfied only by government-operated or government-sub- 
sidized industry. Here is the real anesthesia of private enterprise. A private 
enterprise system, almost by definition, cannot work with government setting 
the stage, fixing the goals, denying the alternatives. If private capital does not 
respond like a puppet on a string, it is not evidence that enterprise is dead. 
The real question is whether government preoccupation with other objectives 
does not threaten the vitality of the organism that those very objectives are 
ostensibly designed to nourish. This aspect of government policy and govern- 
ment aid to business is not even alluded to by Mr. Welsh. 

I agree with Mr. Welsh that among the most important government aids 
to business expansion (and, I would add, to production incentives and the 
maintenance of reasonable equality of advantage and sacrifice among the 
various classes of our society) is a “program of effective price stabilization.” 
Mr. Welsh hurries on to a description of government practices in the issuance 
of Necessity Certificates and associated privileges, such as accelerated tax 
amortization and government loans, without defining what he means by 
“effective price stabilization.” I propose to pause over this concept by way 
of illustrating the importance of conditions compatible with the effective 
functioning of a private enterprise system. Time limitations impose a dog- 
matism of statement that discussion may later disperse. 

I assume that there would be general agreement in two premises of “effec- 
tive price stabilization” in a dynamic, private enterprise economy. First, we 
are concerned with the stabilization of prices and not of incomes. Increased 
efficiency in production, greater output of desirable goods, more prolonged 
application of effort—these are actions to be cultivated in a scarcity situation; 
they increase incomes even at a fixed price. Second, price stability can be 
bought at too high a cost. We must avoid the pricing excesses of self-serv- 
ing motivation in a situation in which supply cannot respond effectively to 
price increases; but we must equally avoid the distortions in production 
which too rigid prices relative to costs may induce. In the latter price squeeze, 
not only quality suffers, but goods are selected for production not in response 
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to market demand but as a function of the chance impact of frozen prices on 
profit margins. 

Controlled stabilization of price is not elimination of inflationary pressures; 
and the political and administrative ability to prevent price increases is 
unequally distributed among cost factors (like labor and agricultural prod- 
ucts) and manufactured goods. It follows that price stabilization policy, if it 
would avoid the distortions of the price-cost squeeze, should rest at all levels 
on the induced stabilization of input (or cost) prices. The adjustment of 
ceiling prices of farm products to the cost of goods purchased by farmers, of 
wage-rate prices to the cost of living, of manufactured good prices to changes 
in the price of inputs (more particularly, if price adjustments are lagged by 
a reasonable period such as three months) would avoid “scarcity pricing” in 
the midst of national emergency; would force a substantial slow-down in the 
rate of price advance in an otherwise inflationary situation; would preserve 
a measure of equality of advantage and of sacrifice among classes in the 
community; and would harness business incentives to the reduction of costs 
and the increase in output of those products most in demand. This type of 
price stabilization is consistent with the effective functioning of a private 
enterprise system. 

An alternative couched in more rigid ceiling prices from which farm prices 
are partially exempt and wage rates are amenable to pressure and from 
which adjustment depends on “hardship” based on some arbitrary measure 
of reasonable profit, violates the basic conditions of effective operation under 
private enterprise. Government direction, under the compulsion of priorities, 
supplants market selection in the maintenance of production patterns dis- 
torted by arbitrary cost-price squeezes; political manipulation for special 
favors and concessions takes the place of profit incentives to cost reduction; 
the alleged unresponsiveness of business action provides an expanding basis 
for still further direct controls which in a never ending vicious circle still 
further impairs the functioning of the private enterprise system. 

This thumbnail sketch of the elements of a “program of effective price 
stabilization” has been drawn to illustrate my major criticism of Mr. Welsh’s 
approach to government policy. No given program (and indeed no other 
single object of government policy) is an absolute good. There are always 
alternative approaches to a given end. Price stabilization, properly conceived 
and applied, can achieve our social purposes while preserving important in- 
centives crucial to performance under private enterprise; improperly applied, 
it can undermine the functioning of a private enterprise system. The choice 
is ours; it is important that we recognize it in appraising governmental 
policies on business practices. 


Kermit Gorpon: Mr. Welsh’s survey of government aids to business 
expansion in the present defense mobilization affords an opportunity to raise 
some rather fundamental questions about the most important of these aids: 
the device of accelerated amortization of new facilities for tax purposes. 

Since most of what I shall have to say might properly be described as 
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carping at tax amortization, I think it only fair at the very beginning to 
enter a general disclaimer. Despite all of the criticisms which may fairly be 
leveled at tax amortization, there are two very important things which must 
be said in its favor. First, it seems to work. Partly or even largely in response 
to the tax amortization incentive, private productive facilities are being 
rapidly expanded in a pattern which the governmental planners deem ap- 
propriate to the needs of national defense. Second, there is no assurance that 
there exists another equally effective device for achieving the same objectives 
which is less open to criticism on other grounds than is the tax amortization 
privilege. Hence, if there is any constructive purpose in caviling at tax 
amortization, it is to add impetus to the search for a better alternative. 

Accelerated amortization had its origins as a Congressional afterthought in 
World War I, when it was used, not to encourage businessmen to construct 
new facilities, but to dispense equity retroactively. It grew to the stature of 
a major incentive device in World War II, but in that emergency private 
construction of war-important productive facilities was eclipsed by direct 
governmental construction. In the present mobilization, with the great bulk 
of facilities expansion being undertaken by business firms, tax amortization 
has emerged as the most important device by which the mobilization planners 
seek to shape the pattern of investment in plant and equipment. In the first 
eleven months of the present program, certificates were issued authorizing 
the five-year write-off of facilities valued at 6.9 billion dollars, as compared 
with a figure of 7.3 billions for the whole of World War II, including the 
early period of defense preparation. 

The need for offering special benefits in order to induce private firms to 
construct the necessary facilities arises from the perverse refusal of business- 
men to follow Mr. Welsh in regarding peace as an abnormal state. If they 
agreed with Mr. Welsh, the problem would cease to be important; but since 
they refuse to exclude the possibility of an outbreak of durable peace, they 
are understandably reluctant to invest in facilities which may become wholly 
or partly redundant in the face of a peacetime level and pattern of demand, 
particularly when present corporate income tax rates are so high. Accordingly, 
the purpose of accelerated amortization is to diminish the risks involved in 
programed investment by authorizing the investing firm to write off for 
income tax purposes all or a specified percentage of the value of the facility 
at an accelerated rate of 20 per cent per annum. 

The tax amortization privilege is neither a guarantee that the firm will 
recover the specified percentage of the cost of the facility in five years— 
though it does greatly increase the likelihood of such recovery—nor is it on 
the other hand a simple postponement of tax obligations. If the firm is to 
recover the certified portion of its investment at the rate of 20 per cent a 
year, it is also necessary that the revenues from the new facility be large 
enough to cover all costs attributable to the new facility inclusive of ac- 
celerated amortization. It should be pointed out, however, that an existing 
firm which is earning profits from other operations will recover a large part 
of its accelerated amortization allowance for a new facility even if the new 
facility itself yields revenues only sufficient to cover costs inclusive of normal 
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depreciation; for in this case the firm’s tax payments will be reduced by an 
amount equal to the excess of accelerated amortization over normal deprecia- 
tion multiplied by the firm’s marginal tax rate. The chances of full recovery 
in five years are greatly strengthened for many firms by virtue of the provi- 
sion in the current renegotiation statute which in effect requires that any 
accelerated amortization which is allowed for tax purposes shall also be al- 
lowed as a cost in renegotiation proceedings. 

On the other hand, it is insufficient to say that the quick write-off privilege 
simply authorizes the postponement of income tax payments. It is true, of 
course, that a firm which speeds up the amortization of a new facility will 
pay higher taxes from the sixth year to the end of the normal depreciation 
period than it would if it had taken only normal depreciation over the entire 
life of the property. However, even if a particular firm’s marginal tax rate 
should remain unchanged until the end of the normal depreciation period of 
a particular facility, so that the increase in tax payments after the fifth year 
would equal the reduction in tax payments during the first five years, the 
firm would still have received what is in effect an interest-free loan. More- 
over, to the extent that a firm’s marginal tax rate is lower in the sixth and 
subsequent years, then the firm would have benefited by a reduction in its 
aggregate income tax payments over the normal life of the facility. Both of 
these consequences represent costs to the government, in the ordinary ac- 
counting sense of the term. 

Accelerated amortization entails another cost, however, which far over- 
shadows these. From the point of view of fiscal and monetary policy, the 
timing of revenues is of central importance. It is an inherent defect of tax 
amortization that it diminishes revenues when they should be high and may 
fortuitously increase them when they should be lower. This perversity of tax 
amortization could perhaps safely be ignored so long as its impact on the 
federal budget was small. However, if we continue to issue Necessity Certifi- 
cates with a liberality approaching that which characterized the first eleven 
months of the program, the budgetary impact will no longer seem insignifi- 
cant. If we assume a twenty-five-year normal depreciation period and a mar- 
ginal tax rate of 70 per cent, the 6.9 billion dollars of certificates issued to 
the middle of October must have reduced federal tax revenues by approxi- 
mately 775 millions per year. If in addition we take into account, first, that 
the net cost of the defense program is to an unknown extent increased by 
the recognition of accelerated amortization as an includable cost in the 
negotiation of prices for government procurement contracts, second, that 
land costs may not be depreciated but may be amortized, and, third, that 
new certifications have been made since the middle of October, it is not im- 
probable that the tax amortization program to date has reduced federal 
revenues and increased expenditures by as much as a billion dollars per 
annum. From the point of view of fiscal and monetary policy, it is small 
consolation to point out that the government will probably recoup a large 
part of this sum some day. 

Another source of misgivings about the quick write-off program is the 
suspicion that it almost unavoidably tends to provide more incentives than are 


| 


GOVERNMENT POLICY ON BUSINESS PRACTICES—DISCUSSION 435 


really necessary to get the job done. Since everyone agrees that the cost to 
the government should be held to the minimum necessary to realize the 
required facilities expansion, it is difficult to understand why Congress au- 
thorized the extension of the quick write-off privilege to facilities which 
were under construction or even completed before the Korean invasion in 
June, 1950. Certainly special incentives were not necessary in these cases. 
But the main criticism relates not to the retroactive features of the present 
law but to limitations inherent in the tax amortization device. 

First of all, tax amortization, even though it may cover 100 per cent 
of the cost of the facility, is probably not in itself a strong enough incentive 
to induce businessmen to invest in facilities which are completely specific 
to military production. Mr. Welsh’s example of a one-purpose machine 
developed for producing a highly specialized part for a gun turret is a case 
in point. It would be surprising indeed if the firm agreed to invest in such 
a facility without some further inducement, such as a generous price commit- 
ment, or a long-term purchase contract, or some similar incentive provided by 
the military procurement agency. This at least opens up the possibility that the 
sum total of the various inducements provided, which are dispensed indepen- 
dently by separate agencies, may well exceed the minimum necessary to tempt 
the entrepreneur across the line of indifference. 

Much more important, however, is the case of facilities which are not 
specific to military production. The great bulk of certifications have been for 
the production of basic materials, such as steel and aluminum, for petroleum 
refining, for railway equipment and water carriers, and for other facilities 
of similar versatility. It is clear enough that some of these facilities would 
have been built without special incentives even in the absence of a mobiliza- 
tion program; that some would have been built without special incentives in 
response to the mobilization program; and that some would have been built 
only in response to special incentives. 

The Congressional answer to the problem of economizing in the issuance 
of Necessity Certificates was to provide that each certificate should authorize 
the quick write-off only of that portion of the value of the facility which is 
“attributable to defense purposes.” This was a vague standard, subject to 
a variety of interpretations, but it was generally understood to mean that the 
estimated value of the facility at the end of the five-year emergency should 
be excluded from the cost of the facility in determining the percentage subject 
to quick write-off. 

One could perhaps quibble with the standard itself, but I think this would 
be irrelevant. It seems to me clear, first, that the standard is impossible of 
administration; and, second, that the percentages certified have not in fact 
been based upon this standard, even ostensibly. Moreover, it seems likely 
that the percentages granted, based partly on arbitrary decision and partly 
on bargaining, have resulted in the issuance of an unnecessarily large volume 
of certificates. 

I am hesitant to argue that the standard is impossible of administration, 
since Mr. Welsh believes differently and he lives in contact with the adminis- 
trative process, while I do not. I would point out, however, that the 
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standard requires that administrators forecast the value of plant and 
equipment five years hence; and that if businessmen were able to foretell 
what the value, i.e., the capitalized earning power, of a particular facility 
will be some years hence, then businessmen would never lose money. They 
frequently do lose money, however, and the Defense Production Administra- 
tion is probably not better equipped to foretell the economic fate of a 
particular plant than are the owners thereof. 

This issue is largely academic, however, since the loss-of-economic-value 
standard has not in fact been the basis for the determination of percentages 
certified. I am not sure that Mr. Welsh would agree with this statement either, 
but in this case I am able to invoke the Director of the Office of Defense 
Mobilization. In his Third Quarterly Report to the President, he says: “the 
question of the relation of accelerated amortization to negotiated contract 
pricing has been settled. To the extent that the amount on which five-year 
write-offs are allowed represents incentives alone, amortization will not be 
permitted as a cost. It will be allowed as a cost on that part of the amount 
which represents an estimate of the loss during the five-year period of eco- 
nomic usefulness of the facilities certified.” In other words it is now necessary 
to go back over the certificates which have already been issued to determine 
in each case what part of the percentage certified can be held to represent 
an estimate of loss of economic usefulness and what part an “incentive” 
allowance. Whatever we may think about the merits of this procedure as it 
relates to the process of determining prices for military procurement, it does 
seem clear that the percentages certified have not been based upon an esti- 
mate of loss of economic usefulness. 

How, then, have the percentages been determined? I suspect the answer 
is that they have been determined principally by bargaining, within limits 
determined by certain arbitrary rules, such as the rule that a 100 per cent 
certification will be given only to a facility which is specific to military pro- 
duction, or the rule that all facilities of the same kind will receive approxi- 
mately the same percentage certification. 

The bargaining process takes place in a setting which all but assures that 
more incentives will be provided than are really necessary to induce firms 
to move ahead with the job of facilities expansion. When Congress passes a 
law which announces that incentives for expansion are inadequate and 
authorizes an administrative agency to dispense such additional incentives 
as are necessary, it may be expected that business firms will open negotiations 
with asking prices in excess of their minimum supply prices. This, after all, 
is a perfectly proper expression of pecuniary motivation. 

At the same time, the administrative agency has no way of knowing what 
the minimum supply price really is, and as we have seen, it has no other 
clear standard upon which to base its decision. Moreover, its bargaining 
position is weak, both because it is not in a position to allude to the alterna- 
tive of government plant construction and because it is limited in its ability 
to play off one firm against its rivals, since the pattern of facilities expansion 
must be worked out in the light of such factors as labor supply considerations, 
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industrial dispersal, the desire to avoid an undue concentration of awards, 
etc. 

Since the seller will in no case accept a price below his minimum supply 
price, but will be happy to receive more, and since the buyer is ignorant of 
the seller’s reservation price and suffers from a weak bargaining position, it 
is highly likely that the price agreed upon will be above the reservation price. 
I strongly suspect that this describes the process by which the percentage 
certifications have been determined. 

In summary, my main criticisms of the tax amortization device are, first, 
that it has a perverse effect on the timing of federal revenues which aggra- 
vates the problems of fiscal and monetary policy, and, second, that it tends 
to distribute inducements on a more lavish scale than is strictly necessary 
to achieve the objectives of the program. If no one can come up with a 
better alternative, we shall have to live with tax amortization; but we ought 
to do so in the recognition that it is a quite imperfect instrument. 


ECONOMIC PROBLEMS OF MILITARY 
MOBILIZATION 


PLANNING MILITARY REQUIREMENTS 


By Georce A, LINCOLN 
United States Military Academy 


Nowadays military needs are given as a reason for doing, and for 
not doing, numerous and diverse things. Hence, some definition of the 
title of this paper is required. Foreign economic aid, balance-of-pay- 
ments problems, economic control measures, raw material problems, 
and difficulties over the provision of ships and shoes and sealing wax 
can usually be directly related to the rearmament program. The efforts 
of this paper, however, will be directed to an exposition and discus- 
sion of the foundational aspects of all requirements which are either 
directly or indirectly “military.” These aspects fall, in their initial 
phases, almost entirely within the province of the U. S. Department 
of Defense and the defense ministries of allied countries. Furthermore, 
these aspects are matters depending materially on judgments which 
are in great part military and which require some component of pro- 
fessional appraisal by officials, uniformed and civilian, knowledgeable 
in military matters. 

The area of dependence on judgment alone is being continually re- 
duced. Methods of scientific analysis of military problems are being 
improved. Electronic machines are being applied to the appraisal of 
military needs. Such improvements give greater precision and increased 
speed and accuracy to the estimates of the hundreds of thousands of 
items which, to procurement and production experts, constitute mili- 
tary requirements. But, if only because the potential aggressor is 
definitely nonco-operative toward any reduction of the requirements 
problem to exact scientific definitions, the element of military judg- 
ment will always bulk large in the requirements equation. 

Requirements are only one of the four main military elements in 
our security situation. The other three are, in my opinion, enemy mili- 
tary capabilities, our strategic plan for defense, and our own military 
capabilities. Each of these four elements is a function of the other 
three and no one of them should be considered except in the perspec- 
tive of the other three. 

Military requirements are, in brief, the means estimated as needed 
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to accomplish the military task at hand—whether that task be de- 
struction of an enemy machine gun emplacement or assurance of se- 
curity of a nation against aggression. We think today principally in 
terms of the present security problem and of the present military re- 
quirements of the United States and our NATO allies. Hence a defini- 
tion stated by General Gruenther, General Eisenhower’s Chief of 
Staff, is particularly applicable: “The ground forces, the air forces, 
and the naval forces, needed to defend against an enemy aggression— 
these are what we call military requirements.” 

This is obviously a definition with words tempered to apply to the 
current situation of no peace-no global war. While the word “defense” 
is the customary one to use, its broad military meaning may some- 
times be overlooked. An adequate defense includes a requirement for 
means to strike back successfully at an aggressor. 

The basic military requirements defined above are normally ex- 
pressed in terms of divisions by types, air wings by types, and naval 
combatant ships by types. These are the cutting edges against aggres- 
sion. Any other item called a military requirement can generally be 
classified as a variation of these basic fighting units, or as being de- 
rived from the requirements therefor—whether we speak of tanks, 
planes, training camps, military hospitals, landing craft, or sewing 
kits. It must be recognized that the support requirements to make an 
atomic bomber wing effective represent a considerable magnitude to in- 
clude under the generalities just stated. 

There are, in my opinion, at least three ways in which military re- 
quirements can be stated. These are: (1) By major military force re- 
quirements as defined above. (2) In terms of items human, constructed, 
and manufactured required to provide and support the fighting units. 
(3) In terms in which the body politic and the national economy provide 
the means—men, money, machine tools, raw materials, and facilities. 

It is of course apparent that the second method of stating require- 
ments is dependent upon and derived from the first method, even as the 
third method is dependent on the results of the second. General 
Gruenther’s primary concern over requirements is that sufficient fight- 
ing units exist to meet a possible aggression. The planner of man- 
power replacements, the procurement officer, and the supply services 
must work in terms of specific numbers of particularly qualified per- 
sonnel and of tangible items for production. The defense production 
agencies are primarily concerned with provision of elements mentioned 
in the third definition, with Congress and the taxpayer particularly in- 
terested in the money measure of requirements. But the objective of 
the entire complicated process is substantially expressed in the few 
words of General Gruenther’s definition. 
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As an estimate of military requirements is an estimate of what is 
needed to meet a potential aggression, the first step of the appraisal is 
the preparation of an estimate of the potential aggressor’s military ca- 
pabilities. No particular military judgment is needed to recognize that 
an aggressor has a great advantage both as to time and place. Within 
limits, he can choose where to strike and when to strike. Both the Nazis 
and the Japanese demonstrated in World War II the reduction in 
military requirements given by this advantage. The Nazis conquered 
most of Europe west of Russia, using a strategy of timing and con- 
centration of forces which made the military cost low. The Japanese 
took all of the rimland and off-lying islands of Eastern Asia in less 
than six months, using relatively limited military resources. When a 
potential aggressor is estimated to possess the initiative, in case of 
hostilities, in many vital areas, our own military requirements expand. 

This paper will return repeatedly to different aspects of the time 
element as related to estimating requirements. The estimate of ag- 
gressor capabilities must consider the time-phased build-up of potential 
enemy military strength (before and after a D-day) in case of hostili- 
ties without warning and in case of a build-up prior to hostilities. 
Considerable sympathy should be extended to the anonymous experts 
who labor on intelligence estimates of another nation’s military capa- 
bilities time-phased over the next several years. Not only does the 
potential aggressor have the initiative but he also has the intelligence 
advantage of access to the Congressional Record and to the reports of 
the U.S. press—a very effective machinery for gathering information 
about our own capabilities and those of our allies. 

The only sound policy is to estimate our own requirements to meet 
the worst situation likely to occur. The estimate of potential aggressor 
capabilities, together with a broad estimate of our own capabilities 
which exist or might be created, is the basis for developing a broad 
outline plan for defense. This outline plan must, of course, take gen- 
eral account of political and economic, as well as military, realities. 
Since these realities have changed very definitely during the last ten, 
and even three, years, it is reasonable to suppose there will be con- 
tinuing evolution in the future. The concept of this plan could theo- 
retically be anything from nonresistance through isolationism to pre- 
ventive war. The practical limitations and the actual military policies 
in existence today are the subject of numerous books, articles, and 
public pronouncements—and not the subject of this paper. 

The first, and most critical, step in estimating requirements is the 
conversion of the generalities of the outline plan into divisions, air 
wings, and combatant ships related to specific locations and specific 
dates after a D-day. Obviously the planner is not able to move directly 
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from broad generalities to a tabulation of force requirements. One of 
the intermediate steps is a careful analysis of the many tasks to be 
undertaken. While we are not here drawing a war plan, it may be 
useful to list and comment on some of the typical categories of tasks: 

1. Hold and protect vital areas initially. This task requires forces 
on the spot, equipped and trained to D-day battle readiness. 

2. Reinforce vital areas in phase (or preferably ahead of) enemy 
build-up capabilities. Here enter difficult calculations and judgments 
concerning aggressor mobilization and movement capabilities and 
similar means we must provide. 

3. Hold and maintain the lines of communications—sea, air, and 
land. The requirements for this task are, in part, a function of the 
forces and supplies planned to move over the lines of communication. 
These requirements may appear in very variegated forms. For in- 
stance, the strategic bomber missions of World War II against in- 
dustrial facilities manufacturing components of submarines were 
directed toward holding the sea line of communications. 

4. Carry the attack to the enemy. Obviously any plan which en- 
visaged a continual defensive is tantamount to envisaging defeat. 

A little reflection on the above four sample categories of tasks will 
give emphasis to the importance of the time-space-mass relationship 
in requirements planning. If adequate forces are not combat-ready in 
the right location when hostilities break, the initial reverses may 
gravely dilute the usefulness of other forces programmed for a build-up 
of military power to overmatch the opponent’s build-up. On the other 
hand, programing of all military power in the “show-window” pro- 
vides nothing to match the opponent’s mobilization. The area of prob- 
able employment of forces is a particularly important determinate in 
U.S. requirements planning. Climate and terrain influence training, 
organization, support arrangements, and equipment. The time needed 
to move combat units and supplies is a determining element of re- 
quirements for these items. The time element is also, within limits, 
determined by the standards, such as combat readiness, and transpor- 
tation arrangements to which requirements are planned; e.g., it is 
theoretically possible to prepare to transport and support large combat 
units by air—but very costly. 

The way of analysis outlined thus far is a new way of thought to 
America and certainly not a palatable one. Such military requirements 
planning as the U.S. undertook prior to ten or twelve years ago was not 
closely keyed to any specific threat or to any over-all operational war 
plan. One student of U.S. military policy pre-World War II has re- 
marked sourly that it included four planks—none of them formulated 
or admitted: (a) fight our wars overseas; () depend on allies to sus- 
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tain the first blows; (c) unpreparedness; (d) (derived from the first 
three) long wars with costly reverses at the beginning. The changed 
conditions, resulting from a continual possibility of aggression and 
weakened allies, place the U.S. in a position where plans must be closely 
related to specific situations and must be operational rather than broad 
generalities. The planning is further complicated by the complexities 
inherent in alliances. The combined U.N. force in Korea and the bal- 
anced collective defense program of the North Atlantic Treaty Or- 
ganization provide essential increments of military posture. But the 
added elements of strength are more than matched by the added head- 
aches of the planners. 

The U.S. people, without any background or orientation in the type 
of planning now required, are asked to provide tens of billions a year 
in peacetime to support the conclusions of that planning. Yet there is 
little hope of effective action to provide detailed public information 
concerning the estimation of requirements. And perhaps an attempt 
to do so would principally serve to give aid and comfort to a potential 
aggressor. An alternative of dependence on a high degree of faith and 
trust in the professionals in the business is a course of action fraught 
with political difficulties in the long run, since public ignorance is al- 
most certain to produce periods of political irresponsibility. There is 
needed a general understanding of the complete process of developing 
requirements and the remainder of this paper is an attempt to outline 
that process. 

The next step, after determination of requirements for major com- 
batant units, is the development of requirements for combat support, 
for logistical, administrative, and training units, and for installations. 
These must be time-phased in consonance with the program for mobili- 
zation, movement, and commitment to battle of combatant units. The 
readiness status of these supporting units and installations will vary 
all the way from some on a D-day status to some that are only paper 
plans. There are some short cuts for rough estimates. No one has ever 
seen a “division slice” on a troop list. But it includes the division and 
a proportionate allocation thereto of all the supporting forces in a 
theater of operations. In World War II experience it varied roughly be- 
tween two and three times the strength of the division itself. Such an 
approximation is complicated by the partially unified support of both 
army and air units. General Bradley has commented, in one of his 
speeches, that every increase of 100,000 men in the Air Force requires 
an increase of 15,000 men in the Army to provide those types of sup- 
port which the Army gives to both its own and air units. 

The continuous operation of naval units over long periods of time 
is only possible if basing and resupply facilities are near the opera- 
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tional area. Support must be available in the form of advance land 
bases or floating bases or both. 

The lines of communication, ships, port facilities, air bases, and 
other components thereof are an area where military requirements 
merge with the needs of peacetime civilian commerce and movement. 
For example, the roads built by the Romans served both types of re- 
quirements. So also do the present-day merchant ships of NATO coun- 
tries and the air bases on the transoceanic routes. The lines of com- 
munication are one of the most vital elements in making U.S. military 
strength effective as a deterrent to aggression and, if war comes, 
against an enemy. 

Impatience has been publicly expressed over the appreciable pro- 
portion of armed forces personnel in other than combat units. The 
foregoing paragraphs indicate some of the reasons. Perhaps the great- 
est single requirement for such personnel is in the training, supply, 
maintenance, and administrative establishments within the U.S. An 
expansion of armed forces, such as we are now undertaking, means 
more training stations, enlarged naval bases, more airfields, more 
depots, and more forces to man all of them. These force requirements 
can be roughly divided into the flow of trainees required to keep mili- 
tary units up to strength and the static personnel needed to operate 
the facilities and conduct the administration. This latter group, while 
constituting military requirements for personnel, can have a large 
civilian component. For instance, there are approximately 1,274,000 
civilian employees of the U.S. Department of Defense. A proportion 
of these should be charged to manpower requirements incident to mili- 
tary production since they are working in arsenals or the equivalent. 

There should be special stress on the importance of fixed installa- 
tions to support the armed forces. The NATO technical vocabulary 
calls these “infrastructure,” a new military term still generating some 
differences of opinion over its meaning. The fixed installations are a 
part of one of the more difficult “circular problems” in requirements 
planning. The barracks and training areas, air and naval bases, supply 
depots, signal communications, port facilities, hospitals, and transpor- 
tation networks are essential to making the combat forces effective. 
But they consume enormous resources, including men to operate them; 
thereby creating more requirements. As a typical and simple example, 
the decision that force requirements demand mobilization of an addi- 
tional division, in case of hostilities, may mean increased production 
to stockpile the equipment, construction of depot space for the equip- 
ment, and inducting or hiring more manpower to care for the equip- 
ment and issue it in case of emergency. 

Planning of fixed installations must extend to those which have to 
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be provided in case of hostilities and the plan must be time-phased to 
conform to needs created by the planned force build-up. Thus a basis 
is provided for estimating equipment, military units (such as engineer 
construction battalions), supplies, and transportation needed to pro- 
vide the fixed installations. As an example of the magnitude of this 
type of problem, the major military effort of the U.S. in the U.K. dur- 
ing our first year and a half in World War II was a base building and 
base-stocking operation to support the great air and cross-channel at- 
tacks on Germany which followed. 

Thus far this paper has discussed requirements primarily in terms 
of operating units and installations. Such definitions are comprehensi- 
ble and manageable to the military commander. The next step in re- 
quirement planning is to convert the operating units and installations 
to terms of items which can be priced and procured (and, for man- 
power, enlisted or inducted). This stage of planning requires an es- 
timate of both initial cost and continuing maintenance. 

Here the problems of standards, including reserves and consump- 
tion rates, must be incorporated into the requirements equation. Prob- 
ably the single most important standard is that of degree of combat- 
readiness of units. A unit on a D-day basis must be manned, trained, 
equipped, have transportation ready to move to the probable battle 
area, protection for its probable line of communications, personnel 
replacements ready to replace casualties, supplies ready to fill the 
pipe line behind it wherever it goes into battle, and ready supporting 
troops. A unit estimated as required 180 days after the decision to 
commit it to operations can be maintained on much lower standards. 
A unit estimated as required not before a year or more after a D-day 
can be partially a paper unit—provided officers, trained specialists, 
necessary fixed installations for training, and equipment are available 
on a D-day basis—and reserves and/or production and other support 
items are ready to maintain it once it is committed to battle. The na- 
ture of the threat against which military requirements are currently 
planned forces emphasis on readiness. There might not be time for 
the ponderous mobilization of manpower and industry made traditional 
by our experience in World Wars I and II. Standards of training, 
which are included in the category of readiness standards, determine 
the time that individuals and units have to be maintained before enter- 
ing the combat-ready category. Requirements for training installa- 
tions, training equipment, and manpower are affected. These standards 
must include decisions as to the degree of versatility proposed for 
each unit—versatility both as to climate and terrain and as to mission 
in the complex armed forces team. Training reduces casualties and 
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makes equipment and manpower more effective, but is costly in re- 
sources, money, and personal service. 

The standards of equipment are a matter for the most professional 
military judgment. The appraisal, as in training, must determine the 
degree of versatility to be provided in the form of equipment. Con- 
tinual decisions are required on the question of shifts to more modern 
types. At any time during the past seven years the judgments as to 
whether available World War II resources are or are not adequately 
modern to satisfy requirements have been judgments measured in 
terms of many billion dollars. The levels of equipment (number of 
planes per wing, tanks per division, etc.), both weapons and non- 
combat items such as trucks, are far from absolutes. There are stand- 
ards which can be called “minimum” and those which can be called 
“optimum,” but they are all a product of judgment based on experi- 
ence and analysis. 

Obviously the levels of equipment are a major factor in determining 
the requirements for supporting units and installations to maintain 
the equipment and provide supplies therefor. This brings the discus- 
sion toward a consideration of consumption and attrition rates. But 
first a comment on standards of support for units and particularly in- 
dividuals in the armed services. 

A combat unit must be supported by adequate maintenance, supply, 
and transportation arrangements or it will soon lose effectiveness. The 
United States also includes in military requirements an efficient set of 
arrangements to care for the individual from induction to separation 
from the service by death, discharge, or retirement. These arrange- 
ments include a pay scale comparing not too unfavorably with in- 
comes in civilian life, a postal system, recreation facilities, and high 
standards of food, clothing, and medical care. They include a floor- 
space per man in barracks, hospital, and ship transport which is above 
standards of our allies and materially above those of any potential 
aggressor. The combat support standards include a medical, evacua- 
tion, and hospital system which guarantees a high probability of sur- 
vival if the individual is not instantly killed in battle. If he is killed, 
a graves registration and related administrative system inform his next 
of kin and care for his mortal remains. Such standards, when precisely 
stated, can be translated into manpower, equipment, construction, and 
other resources and priced in money terms. That the resulting require- 
ments are higher than corresponding ones of other nations is to be 
expected. The U.S. standards of living and of consideration for the 
individual are reflected in our military requirements. 

Any single category of requirements tends to breed other categories. 
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Perhaps the best example is the standard of motor transport which 
influences requirements for maintenance units, road transportation, 
and hence engineer units, fuel delivery units, fuel storage capacity, 
tankers, and a complicated supply system to provide spare parts and 
replace whole vehicles. 

Military experience provides guidance as to the consumption rates 
in peace and in war of supplies and equipment. The amount a man 
will eat per day can be defined quite precisely. The number of pairs of 
socks he will wear out per year is a somewhat.less precise matter, since 
the individual’s standards of discipline as to changing and washing 
the socks are an element. The assortment of socks, for a large num- 
ber of men by sizes, is readily determined from experience—which may 
mislead for a small number. The peacetime standards of training (e.g., 
flying hours required per pilot, thereby establishing maintenance and 
aviation fuel needs) are the main determining factors for some items 
of requirements. In general, peacetime needs to support a particular 
force, whether for spare parts, whole items of equipment, food, cloth- 
ing, maintenance of buildings, or any other item, can be estimated 
closely on the basis of experience. Two areas, however, where judg- 
ment must be particularly applied are the replacement of existent 
equipment by improved types (the requirements for research and de- 
velopment are a part of this problem area) and the war reserves to be 
provided. 

War reserves can be classified roughly into two categories: those 
needed for equipment and initial support of new units in case an 
emergency necessitates mobilization and those for support of opera- 
tions in case of hostilities. Perhaps there should be a third category 
which takes account of requirements of allies, which these allies are 
unlikely to be able to provide, in case of war. Standards for the first 
category can be readily defined and take account of such aspects as 
partial equipment during training periods immediately after mobiliza- 
tion and increased consumption by all units due to an increased train- 
ing tempo. Standards and consumption rates applicable to the progres- 
sive commitment of forces to operations are based on experience in 
the past and the best available analysis of changes in equipment and 
ways of war. But a judgment based on World War II experience may 
prove somewhat wide of the mark—witness the unprecedented con- 
sumption of equipment in Korea. It is probably true that more faith 
can be put in planning rates of combat maintenance and attrition when 
applied to a large force than when applied to a smaller force such as 
a single army, air force, or fleet task force. Rates based on experience 
still require difficult judgments. As an example, should war reserves 
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for jet fighters be based on U.S. experience with fighters in World 
War II? Or on British experience in the Battle of Britain? Or on 
Korean experience? On what basis should losses of ships and equip- 
ment in their cargo to submarines be calculated? 

The war reserves must include an increment to fill the pipe line of 
supply to forces planned for initial commitment to operations. The 
United States was fortunate in having supplies stored in Japan which 
provided much of the support for Korean operations while the pipe 
line from home was being filled. The transoceanic pipe line, using 
ship and rail transportation, contains the equivalent of several months’ 
supplies, Air transport can carry some special critical items but is still 
inconsequential measured in tonnage. 

The foregoing discussion of mobilization and war reserves may have 
created a mental picture of a military requirement for townships cov- 
ered with supply depots filled with supplies, such as socks, which the 
U.S. civilian economy needs, and expensive equipment growing more 
obsolescent every year that the U.S. policy of peace through strength 
continues to be successful. The mental picture would be approximately 
correct if the U.S. followed its traditional pattern of industrial unpre- 
paredness and depended entirely on stored reserves to bridge the two 
to three years needed after an M-day to get military production under 
way. It is, of course, true that there is, in privately-owned inventories 
and production under way, a de facto available reserve of items used 
in common with the civilian economy; e.g., food and petroleum prod- 
ucts. These are, in most cases, short lead time items and hence not 
critical in mobilization and support of operations. 

The new U.S. national policy, in step with the requirements for 
combat readiness, is to depend for reserves on a combination of sup- 
plies in depots and an industrial mobilization base of ready production 
lines. The resulting reduction in requirements for equipment and sup- 
plies is associated with a requirement for developing and maintaining 
the mobilization base. This development is incidental to the rearma- 
ment program but is planned with an eye to the long-term future. The 
maintenance will be a continuing considerable requirement on the U.S. 
taxpayer. The policy avoids the necessity for providing huge, and 
probably impracticable, quantities of supplies for storage. It partially 
avoids the problem posed by obsolescence and changing ways of war. 
It incurs the political hazard that Congress may some year fail to 
provide for the continuing requirement of maintaining production lines. 
The policy presents a very important field for judgments. On an item- 
by-item basis, it is necessary to define requirements for capacity and 
state of readiness of production lines and quantity of supplies to be 


448 AMERICAN ECONOMIC ASSOCIATION 


stored in reserve, so that the combined capability will provide the 
time-phased requirements for support of an increasing commitment of 
forces to operations in case war comes. 

Nomenclature, standardization, and the pooling of reserves aré 
among the factors to be considered in requirements planning. They will 
be mentioned here only in broad outline to show that they influence 
the problem. Certainly each of the several hundred thousand items 
which make up military requirements, from the procurement and pro- 
duction standpoint, should be known to every service and agency by 
the same name and same description. The achievement of this objec- 
tive is a part of a program of standardization and is not easy. A pro- 
gram of standardization is one necessitating many difficult judgments. 
It means some abandonment of specialized standards and, if pressed 
too rapidly, some increase in military requirements, since replacement 
for those items judged nonstandard must be included in estimates. The 
advantages of standardization include a reduction in requirements for 
reserves. For example, to use an absurd hypothesis to make the point, 
if each rifleman in the U.S. Army had a rifle different from every 
other rifleman, there would then be a theoretical requirement to hold at 
least one rifle in reserve behind each rifle in use. The ammunition and 
spare parts problems would be similar—and fantastic. When all rifles 
are standardized, reserves can be pooled and the probability being nil 
that every man will need a new rifle before production turns out more 
of them, the size of the reserve and for that matter, the supply depots, 
pipe line, and units handling supplies can be greatly reduced. The way 
of analysis, indicated in the previous few sentences, is particularly ap- 
plicable to the problems of the smaller countries in the NATO and, 
to a lesser extent, the entire NATO. 

The foregoing discussion has attempted to set forth, in the first 
part, a description of the strategic and high-policy determinations 
underlying military requirements. This description has been followed 
by a discussion of the more detailed policies and determinations (sup- 
porting forces and installations, standards including reserves, rates of 
consumption and attrition) on which the item-by-item computation of 
military requirements depends. This computation, which involves a 
considerable part of the administrative organization of the Department 
of Defense and the armed services, is a gigantic task. The time cycle 
of detailed requirements planning for peacetime is, of course, the 
budget year, but planning must start more than a year ahead of the 
budget submission. The time cycle for computing requirements for 
mobilization is longer. The situation is continually dynamic with 
changes in policies generating changes in needs. The working indi- 
viduals are continually striving to solve, on an item-by-item basis, 
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the equation: Total requirements (time-phased) minus assets pro- 
grammed to be on hand (time-phased) equals net requirements (time- 
phased). The solution to the equation sets production, budgetary, and 
procurement targets. The day may come when the multitude of factors 
involved can be locked up in an electronic device which then produces 
the arithmetical answers in response to pushing a button. It is un- 
likely, however, that any machine will ever be able to make the founda- 
tional planning judgments. 

The next step, following determination of requirements on a time- 
phased item-by-item basis, is the breakdown of these items into the 
basic components from the production standpoint. It has been pre- 
viously suggested that a useful categorization is (time-phased) by 
manpower (both uniformed and civilian), raw materials, machine tools, 
manufacturing facilities, and money. The latter is probably the most 
difficult to estimate in an expanding military situation when experi- 
ence is limited or lacking in production of many items and lead times 
may be three or more years in length. Improved techniques may ma- 
terially reduce original estimates. Shifting costs of production com- 
ponents over the long lead time period may cause major revisions of 
money estimates. 

In addition to the difficulties in estimating money values, there are 
certain other problems which stand out as continual headaches for the 
requirements planner. These include consumption rates—particularly 
battle rates—and levels of reserves. Time-phasing of requirements and 
the related problem of balance among equipment, manpower, installa- 
tions and force requirements are vital problems. The lower echelon 
estimating agencies probably have a natural tendency toward over- 
insurance. As an example, one agency recently presented the Secretary 
of Defense with a “requirement” for over a million gas masks. The 
programmed manpower strength was less than a third of a million. 
There is also the hazard of underinsurance due to failure to foresee some 
need, or due to budgetary and other pressures on reviewing authorities 
to keep demands down, or because of some other reason. Perhaps some 
aspects of the armed forces “economy” program, just prior to the out- 
break in Korea, could be placed in the underinsurance category—par- 
ticularly the understrength of divisions in Japan. One of the major 
technical difficulties lies in the almost certain shifts of strategic plans. 

We can well ask concerning the order of accuracy of estimates of 
military requirements. The only certain test lies in trial by global war 
—and that test is one we should not have to make—if we plan and 
provide defensive power wisely. Over-all requirements in divisions, air 
wings, and ships are orders of magnitude. But Congress and the par- 
liaments of our allies do not authorize mobilization and appropriate 
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funds for “orders of magnitude.” They deal in specifics. These spe- 
cifics, because of the complicated problem of balancing forces and 
because over-all requirements are always a summation of the require- 
ments for several military tasks, usually give totals of divisions and 
air wings which add up to two or three digit figures plus a fraction. 
There is unlikely to be a stated requirement for a fraction of a ship. 
Probably few military planners will assert that one or two ships, 
planes, or divisions, less or more, will certainly mean the difference 
between peace or war, survival or extinction. Parenthetically, the pro- 
vision of army divisions in World War II is probably the most suc- 
cessful adjustment of estimated over-all requirements to actual needs. 
Of the eighty-nine formed, all went overseas, eighty-seven were com- 
mitted to battle, one was the garrison of Hawaii, and the eighty-ninth 
was in reserve in Europe. 

When we start the difficult process of applying military judgment 
and military experience to determining the supporting forces and in- 
stallations, the equipment and supplies, needed, the results are cer- 
tainly not subject to audit by a certified public accountant. Estimates 
must sometimes be made on the basis of little or no experience with 
the items concerned.‘Consumption rates may turn out, in fact, to vary 
widely from previous experience. For instance, our consumption of 
artillery ammunition in Korea was several times our experience in 
World War II and our loss rate of fighter planes was undoubtedly less 
than planning estimates. 

It is reasonable that requirements, estimated by the service or 
agency concerned, will usually be adequate. But this operation is not 
comparable to preparing for an athletic contest or even estimating for 
the launching of a large business enterprise. The price of underestima- 
tion may be high. It may be national extinction. 

The only answer to the problem of guiding and reviewing require- 
ments estimates lies in staff work of the most professional type. Guide- 
lines such as standards and maintenance rates must be continually 
analyzed. And estimates must be, and are, reviewed and co-ordinated 
by one or more echelons above the interested estimating agency. 

Thus far, this discussion has been entirely about. requirements, 
which are the subject of the paper. The pay-off comes in the avail- 
ability of resources to meet the estimate of requirements. If our coun- 
try or our coalition cannot provide, what happens? The first point is 
that there is no such planning operation as a reduction in requirements 
—short of a shift in the strategic situation. If the estimates, on re- 
view, can be reasonably diminished, then the original planning was 
not accurately done. The following measures are offered for considera- 
tion in this difficult area of analysis which the North Atlantic Council 
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described in substance as: Resolving the issues arising from military 
requirements for an adequate defense, in relation to realistic politico- 
economic capabilities, (a) extend the time-period for provision of the 
requirements; (5) accept a “calculated risk” by failing to provide 
those requirements estimated to be least vital; (c) adjust the strategic 
concept and strategic plan so that capabilities and requirements ap- 
proach a balance; (d) combinations of the foregoing; (e) in the case 
of the U.S. and perhaps some of our allies it is possible to find savings 
by adopting more austere standards for some elements of military re- 
quirements. Finally, loss or crippling of manpower can still be sub- 
stituted for equipment and technology to a certain extent—if the na- 
tion concerned is willing to pay the price for that type of war. Before 
leaving this part of the discussion subject, I stress the reluctance with 
which the phrase “calculated risk” is here used. The calculation part is 
rarely very accurate—even when based on the best military judgment. 
The risk part is the risk of diluting the deterrent effect of our entire 
military effort, or loss of lives and defeats if war comes, of possible 
national disaster. 

Shifts in Military Requirements. Referring back to the four main 
elements of our security situation, mentioned early in this discussion 
(enemy capabilities, the strategic plan, our own capabilities, and re- 
quirements) the shifting relationship is bound to create shifts in esti- 
mates of requirements. The following list gives a few specifics which 
may cause appreciable changes: 

1. Degree of mobilization of a potential enemy. 

2. Location and capabilities of a possible aggressor’s allies. 

3. Capabilities (military, economic, and political) and location of 
our own allies, It is conceivable that increased strength through allies 
brings potential increase in military requirements rather than de- 
creases. 

4. Changes in military techniques—atomic weapons being the ob- 
vious, and favorite, example. 

5. Shifts among types of forces because of changes in techniques, 
allies, for economy of force, or other reasons. 

6. Changes in strategic plan, by which any one of the causes men- 
tioned above should be reflected, preliminary to review and recom- 
putation of requirements. The judgments and shifts in general state- 
ments of military strategy can be made in a relatively short time. 
The consequent shifts in detailed requirements and in such related 
operations as training, organization, procurement and production are 
time-consuming and complicated. 

There is necessarily a considerable degree of rigidity in military 
requirements planning. The reasons include the multitude of planning 
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factors which must be used in the actual computation, the time re- 
quired for the process of detailed computation, and the complicated 
chain reaction from a shift in over-all requirements. This chain re- 
action extends through procurement and production arrangements, 
construction, training and personnel programs, to the civilian economy. 

There is probably some rigidity, in every country, due to prejudice, 
tradition, and vested interests in certain military requirements. Two 
examples can perhaps be mentioned without arousing undue antipathy 
in the reader. In hindsight, we probably retained sea coast artillery 
and horse cavalry longer than really required. There are major psy- 
chological and political elements influencing popular and legislative 
judgments as to what things are, or are not, military requirements. 
These elements may be more important pressures than the entrenched 
attitude of the military agency affected. 

Obviously there needs to be a middle ground between rigidity in 
military requirements planning and rapid changes which bring con- 
fusion, delay, and perhaps mistakes requiring reversals of decisions. 

With some trepidation, I give here my personal view that the chang- 
ing world situation and possible changes in means of defense dictate 
a considerable degree of flexibility. Because of the realities of budg- 
ets, legislation, and production, there can be little flexibility during 
1952. The initiated actions toward currently estimated requirements 
targets cannot be changed much in the short term without delay and 
even loss of military power. But while actions must be initiated two, 
three, or more years in advance for provision of many long-lead 
time items of military requirements, practical adjustment can be 
made to meet changes in these requirements. Our best talent should 
be concentrated on efforts to appraise these changes with sufficient 
certainty to justify timely adjustment in requirements and in the 
measures taken to fulfill them. 

My closing remark is generated by an old army saying: “He who 
wills the task must will the means.” It was directed, of course, as a 
caution to commanders who might give orders which could not be 
carried out. Our security strategy today is dictated in considerable 
part by political actions: through acts of Congress, through our 
foreign policy, through public opinion. (I recognize these political 
actions are based in varying degrees on interpretations of the mili- 
tary situation.) It is well to remember that these policies, while usually 
stated as generalities, are seen by the planner of military requirements 
in terms of divisions, air wings, combat ships, military appropriations, 
and personal service of U. S. citizens. 
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MILITARY PROCUREMENT POLICIES: WORLD WAR II 
AND TODAY 


By JouHN Perry MILLER 
Yale University 


One of the great economic problems of our time is that of reconciling 
the needs and policies of our military establishment with the basic 
institutions of our free society.’ For over a decade, military appropri- 
ations and expenditures have been the principal exogenous factors af- 
fecting the levels of employment, output, and expenditure in the econ- 
omy. Moreover, procurement and related policies have been important 
factors influencing the structure of industry and the functioning of our 
markets. In light of current international tensions, it seems probable 
that they will continue to play a prominent part in our economy for 
some time to come. 

In view of the actual and potential impact of military procurement, 
it is surprising that economists have not shown more concern with the 
procurement policies of the military establishment. There are several 
facets of the problem in which economists should be interested. No 
theory of fiscal policy is adequate for understanding the contemporary 
world which does not recognize the peculiar nature of military procure- 
ment, the special conditions under which it takes place, and conse- 
quently the special impacts which a given volume of expenditures may 
have upon the economy when they are made for military goods. More- 
over, no program for economic stabilization is complete which does 
not recognize the special impact of government procurement upon 
prices in uncontrolled markets and the problems of controlling the 
prices of military goods under any program of economic stabilization 
whether it involves direct or indirect controls. Finally, no program for 
maintaining and strengthening the competitive elements in the economy 
is complete which does not consider the impact upon our industrial 
structure of the administrative decisions made by the military and 
related civilian agencies in selecting sources of supply to fill military 
requirements. 

In two world wars, it has been assumed by ,and large that economic 
mobilization programs were essentially temporary and that, conse- 
quently, military procurement problems were of only passing interest. 
Today we face the possibility of a large procurement program, sub- 


*For more detailed discussion of some of the issues involved, see John Perry Miller, 
Pricing of Military Procurement (Yale University Press, 1949). 
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ject to frequent change in its magnitude and composition and lasting 
possibly for decades. 

While procurement represents only part of the logistics program of 
the military establishment, it is of special importance to the economist 
since it is at this point that military logistics impinge directly upon the 
national economy. Although I shall urge that some of the serious weak- 
nesses of the military establishment arise from the sharp functional and 
organizational separation of procurement from the determination of 
requirements and other aspects of logistics, the division of labor on this 
program is both convenient and in line with theories of logistic organi- 
zation and procedure which have long dominated the military establish- 
ment. 


Competitive Bid System 


The core of the federal government purchasing policy prior to World 
War II was the formal competitive bid system, which provides that, 
except where public exigency requires immediate delivery, pur- 
chases shall be made by advanced public advertising for bids and pub- 
lic opening of the bids received. In general, the contract must be 
awarded to the lowest responsible bidder who meets the advertised 
specifications. In appropriate cases the bids may be rejected and new 


bids called for; in a limited range of circumstances other methods of 
purchasing may be undertaken. This system of procurement was de- 
veloped while the total volume of government procurement was small 
and the responsibilities of the government for the functioning of the 
economy were still viewed as narrowly limited. 

Under appropriate circumstances the system has two principal ad- 
vantages: first, it minimizes the area of administrative discretion in the 
selection of sources of supply and thereby minimizing favoritism and 
fraud; second, it protects the government financially by providing for 
competition on the matter of price. But the appropriate circumstances 
for its use in military procurement are limited. The formal competi- 
tive bid system is a satisfactory method of procurement only under 
very special conditions. It assumes: (1) that the government interests 
are best protected if the items are rigidly specified; i.e., that it is 
best to develop competition in price and not in product, service, or 
other terms of sale; (2) that it is possible and that there is sufficient 
time to develop rigid specifications prior to the selection of the source 
of supply; (3) that it is not contrary to the public interest to publicize 
such specifications; (4) that the specifications are honestly drawn in 
terms of genuine technical requirements and that they are not specially 
tailored for the purpose of limiting the number of eligible sources; 
(5) that there are several alternative sources of supply which are in 
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active competition with one another in the matter of price for govern- 
ment contracts; (6) that the government is concerned solely with the 
technical specifications of the item supplied and its price and is, con- 
sequently, prepared to purchase from any responsible supplier. 


Nature of Military Procurement 


The limited usefulness of the competitive bid system for military 
procurement will become evident by considering the conditions under 
which procurements are made and the nature of the goods and services 
procured.* The requirements of the military establishment are often 
large and subject to substantial change in magnitude and composition. 
For this reason there is a great danger that military procurement pro- 
grams will be a highly destabilizing factor. Moreover, major military 
procurements are usually undertaken to fulfill programs which have 
been the subject of considerable public discussion and specific Con- 
gressional appropriation. The procurement officer comes to the market 
committed to a fairly specific bill of goods, and there is little likelihood 
that he will be deterred by considerations of price or related matters 
from proceeding to place contracts. On the other hand, for many items 
of specialized military equipment the number of potential suppliers is 
very limited. There is, then, a single buyer with a demand which is 
often large and subject to frequent change but is very inelastic with 
respect to price; he faces a few sellers who are thoroughly aware of the 
buyer’s needs and of the urgency he faces in placing his contracts. In 
these circumstances the formal competitive bid system is not likely to 
protect well the government’s interests in minimum budgetary costs 
and orderly market adjustments. 

Moreover, knowledge that the government is moving into a particular 
market may create expectations which encourage other purchasers to 
increase their purchases in anticipation of scarcities. This impact may 
be felt well in advance of either the expenditure of funds, the placing 
of contracts, or even of Congressional appropriations. Our experiences 
since Korea are a case in point. It is important to recognize that be- 
cause of the circumstances surrounding military procurement, an 
increase in military requirements of one billion dollars is potentially 
much more destabilizing than a similar increase in private investment. 
The use of the formal competitive bid system, however, tends often to 
accentuate this destabilizing effect. It becomes important, therefore, to 
devise alternative purchasing techniques which will minimize these de- 
stabilizing effects. Moreover, it should be noted that unlike private 
consumption and investment military expenditures are themselves in- 


*For a fuller development of these problems, see John Perry Miller, “Military Procure- 
ment in Peacetime,” Harvard Business Review, Summer, 1947, pp. 444-462. 
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sensitive to such indirect stabilization devices as taxes and credit 
controls. 

In many cases the nature of the procurement itself makes it diffi- 
cult to purchase by the formal competitive bid system. There is a sub- 
stantial volume of procurement of items which are the same as or 
similar to items produced for the civilian economy. But the bulk of 
procurement in terms of dollar volume, except in times of peace, is of 
specialized items unique to the armed services. The number of suppliers 
of such items is often small. Moreover, the design and rate of produc- 
tion of these items are often subject to rapid change. For these and 
other reasons, costs are difficult to estimate and subject to change. 
Contracts for research and development of new items are another im- 
portant type of procurement. These call for talents which can hardly 
be procured by public advertisement and sealed bids. There are other 
purchases, such as perishable foodstuffs, which are best made after 
visual inspection at current wholesale prices. There are still other items, 
such as some medical supplies, where the only adequate insurance of 
quality appears to be the general reputation of the supplier. 

Considerations of military strategy are often important in the place- 
ment of contracts. Thus even in times of peace contracts will often be 
placed in light of the need to disperse industrial capacity or to maintain 
intact several alternative sources of supply for specialized military 
equipment which will be in readiness in case of emergency. 

The urgencies of mobilization present other problems to which the 
competitive bid system is ill-adapted. Thus speed in making procure- 
ment commitments is often a dominant consideration. In order to en- 
courage tooling up and staffing by the contractor, it is often necessary 
to make commitments to the contractor before specifications have been 
formalized and, therefore, before the terms of the contract can be 
settled upon. Moreover, it may not be feasible to depend primarily 
upon price considerations to select the source of supply. Under condi- 
tions of urgent mobilization, it is often necessary to place contracts 
with due consideration for the availability of manpower or for the need 
to conserve specialized facilities or personnel for the more difficult 
production problems. If requirements changed slowly and time were 
available, it might be possible to depend upon the price mechanism to 
effect a reasonable allocation of such facilities. But under emergency 
conditions such a system is at best slow and cumbersome. 

Finally, there are a series of conditions in which it appears that the 
formal compétitive bid system will not insure supplies at minimum 
costs. Thus in the case of some industries which make it a practice to 
publish price lists, civilian sales are often made below these prices. 
The government, however, is unable to purchase at these lower prices 
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because of the publicity surrounding purchases under the formal com- 
petitive bid procedure. Likewise, in the case of a repeat production 
contract or of an initial production contract following upon a develop- 
mental contract, the competitive bid system may not insure the govern- 
ment the best possible terms. In such cases the initial supplier may 
have a distinct cost advantage in competition with other potential sup- 
pliers because he has been recompensed for high starting costs in his 
previous contract. But under the formal competitive bid system there 
is no insurance that the initial supplier will reflect these advantages 
in his bid on subsequent contracts. In many cases, especially during 
periods of mobilization, it is necessary to convert to the production of 
military goods facilities which are poorly adapted to this, along with 
others which are better adapted. The competitive bid system precludes 
the use of a multiple-price system which would adapt prices to varying 
conditions and minimize windfall gains. Finally, in both peacetime and 
war, there are many essential military needs which can be fulfilled by 
various items of somewhat different specifications. Insisting upon rigid 
specifications limits the number of suppliers and may put the govern- 
ment at a disadvantage in purchasing. In such cases it is desirable that 
specifications be variable in order that competition may be fostered. 
This consideration is especially important in a society of rapidly chang- 
ing technology. 


Objectives of Procurement Policy 


Out of the early confusion of World War II there evolved gradually 
a reasonably workable set of procurement policies and an organization 
to administer them. These policies and this organization served as the 
basis for fundamental revision of postwar procurement policies of the 
military establishment and as a precedent for procurement in the pres- 
ent defense effort. It is not my purpose to review this past history or to 
assess the accomplishments. I wish rather to indicate briefly the major 
objectives which have guided World War II policies as they finally 
took shape, the extent to which World War II experience has been 
reflected in procurement policy since 1945, and to assess the adequacy 
of current policies in the light of our current needs. 

There are several objectives which have been important in shaping 
the procurement policies of the military establishment. While there 
have been shifts in emphasis among them, the following five objectives 
are the more important: (1) Fulfillment of requirements: To insure 
that resources are allocated to satisfy the legitimate requirements of 
the military establishment; and that it receives goods and services of 
the volume and quality and at the time and place needed. (2) Efficient 
production: To insure that resources including labor, materials and 
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facilities are used efficiently in the production of both military and 
civilian goods. (3) Budgetary economy: To insure that military re- 
quirements are supplied at a minimum budgetary cost to the govern- 
ment. (4) Economic stabilization: To support so far as possible the 
objectives of the economic stabilization program. (5) Sociopolitical 
objectives: To promote unity of purpose within the nation and with 
our allies, and to preserve and strengthen our democratic institutions 
including our market economy. 

It is clear on the one hand that these objectives are themselves 
oriented toward the one major objective of the survival of the country 
together with its major values and institutions. It is likewise clear that 
these various objectives will at times have to be compromised. If any 
one of these objectives is pushed too far at the expense of the others or 
if any one is ignored entirely, vital national interests may be sacrificed. 


Major Procurement Policies 


Development of the Negotiated Contract. During World War II a 
system of contract negotiation was substituted for the traditional 
formal competitive bid system as the method for selecting sources of 
supply and determining contractual terms. This process began in a 
limited way as early as 1939 and was brought to a climax with the 
issuing of War Production Board Directive No. 2 in March, 1942, 
which required all contracts to be placed by negotiation in accordance 
with criteria established therein. This shift to the negotiated contract 
was made in recognition of the need for flexibility to cope effectively 
with the various conditions which have been outlined above. At the 
end of the war, it was clear that the military establishment could not 
revert to previous peacetime procurement policies. It requested of 
Congress a substantial revision of the statutory provisions for military 
procurement which was granted by the Armed Services Procurement 
Act of 1947.° Under this Act the Department of Defense has the author- 
ity in times of peace as well as war to place contracts, not only by formal 
competitive bidding, but also under specified circumstances by negoti- 
ation. In addition, it has authority to use the wide variety of contrac- 
tual instruments which was developed during World War II. In the 
fiscal year 1950, according to the Munitions Board reports, 72.7 per 
cent of the total value of contracts awarded was placed by negotiation, 
and in 1951, 87.9 per cent was negotiated. Moreover, the Act authorizes 
the Department of Defense to place any contract by negotiation upon 
the declaration of emergency by the President, a provision which be- 
came effective with the Presidential declaration of emergency on De- 


* Public Law No. 413, 80th Cong., 2nd Sess., February 19, 1948 (41 U.S.C. 151). 
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cember 16, 1950 (Proclamation No. 2914, 3CFR71, December 16, 
1950). 

Although the grant of authority to the Department of Defense to 
place contracts by negotiation or by competitive bidding at its discre- 
tion is a prerequisite, it is no guarantee of good procurement. Such dis- 
cretionary power affords the military establishment the necessary flexi- 
bility to apply to government procurement the best methods of pur- 
chasing which have been developed in industry or government. It 
provides an opportunity to bring to bear upon procurement the best 
available talent and techniques. It requires, however, the development 
of price and cost records, techniques of price analysis, criteria for 
selecting sources, and an array of contractual devices which can be 
tailored to meet the varying needs of military procurement. To be 
successful, negotiated procurement requires the co-operation of skilled 
negotiators, price analysts, accountants, lawyers, technical and pro- 
duction experts. This presents a major task of recruiting and training 
personnel and of indoctrination of many others within the Depart- 
ment of Defense in the basic objectives and importance of sound pro- 
curement. 

During World War II, much progress was made in the development 
of techniques of procurement and the training of personnel in their use. 
At the outbreak of war in Korea the Department of Defense fortu- 
nately had a corps of personnel experienced in modern procurement 
techniques under the Armed Services Procurement Act of 1947. It is 
clear, however, that much remains to be done to increase the size and to 
improve the skills of the procurement staffs. 

Procurement Organization. During World War II, a decentralized 
organization for procurement operations was developed with provision 
for partial centralization of the functions of policy formation and of the 
function of assigning procurement responsibility. The basic responsi- 
bility for procurement operations was delegated to the technical services 
of the War Department, the Army Air Forces, and the bureaus within 
the Navy. In the case of major procurements, however, the procure- 
ment officers were required to receive approval of proposed contracts 
prior to award from contract clearance staffs at the level of the Under- 
secretary of War and of Navy. This clearance procedure provided one 
method for reviewing procurement operations and effecting more uni- 
form practices on the part of the various purchasing officers. 

Policy co-ordination within the two departments was effected 
through the development of policy staffs in the Office of Procurement 
and Materiel of the Navy Department and Headquarters of the Army 
Service Forces in the War Department. Co-ordination of policies be- 
tween the two departments and with other agencies was effected 
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through the Procurement Policy Board, which consisted of repre- 
sentatives of the War and Navy Departments, and other interested 
agencies such as the Maritime Commission, WPB, OPA, and the 
Smaller War Plants Corporation. 

The present organization is in principle rather similar to that de- 
veloped in World War II except that there are three separate services 
within a single Department of Defense and that the Munitions Board is 
responsible for assigning procurement responsibility and for co-ordinat- 
ing policy among the three services. A Procurement Policy Committee 
has been developed in which the Department of Defense and various 
other organizations such as OPS and DPA are represented. 

There have been frequent criticisms of the composition and opera- 
tions of the Munitions Board, and with reason.* The Board consists 
of the three Under Secretaries or Assistant Secretaries in charge of pro- 
curement in the three departments and a civilian chairman. Because 
of this make-up, it has often been difficult for the Board to take action 
on various matters upon which the three departments cannot agree 
among themselves. Despite this, there has been a good deal of progress 
in the development of standard procurement policies and the co-ordina- 
tion of procurement operations. For the first time, a common set of 
Armed Services Procurement Regulations has been issued although 
certain important sections of these regulations have not been com- 
pleted. Moreover, the Munitions Board has carried forward the pro- 
gram of co-ordinated procurement begun in the latter part of World 
War II. This program is designed to centralize the purchasing of vari- 
ous items in a single purchasing office, wherever this is possible. The 
Department of Defense estimates that decisions have been made for 
co-ordinating about 81 per cent of current procurement in one method 
or another. (See Second Report of the Secretary of Defense, 1950, 
page 86.) In the case of both medical supplies and petroleum products, 
a single purchasing agency has been established. In the case of many 
other items such as subsistence, the responsibility for purchasing all 
the needs of the military establishment has been assigned to a single 
service or bureau. In the field of aircraft, each of the major aircraft 
companies has been assigned to a particular service which is responsi- 
ble for all procurement from the company on behalf of all three de- 
partments. The field of clothing and textiles is the largest single area 
in which little progress at co-ordinated procurement has been made to 
date. But there will not be the effective co-ordination of policies and 
procedures which is necessary until these functions are transferred to 
a strong staff in the office of the Secretary of Defense. 

* Committee on Expenditures in the Executive Departments, Sixth Intermediate Report, 


Federal Supply Management, 82nd Cong., 1st Sess., House Report No. 658 (1951), p. 11; 
New York Times, November 29, 1951, p. 19. 
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There have been recurrent suggestions that procurement should be 
centralized in a single service and even that it should be delegated to 
a civilian agency. The proponents of such proposals, I believe, mis- 
conceive the essential nature of the procurement problem. Centralized 
procurement may be feasible for some items which are standardized 
and not subject to frequent changes of specifications. But for the bulk 
of military procurement, it is essential that those responsible for pur- 
chasing be close to the groups responsible for determining require- 
ments, scheduling deliveries, drafting specifications, and solving various 
production problems. The closeness of the relations between the pur- 
chase and other groups should be strengthened and not weakened. Such 
closeness is a prerequisite to effective procurement and would be dimin- 
ished if procurement were to be centralized in the fourth service or some 
civilian agency. 

It is essential, of course, that there be some outside group to which 
the Department of Defense is required to submit its requirements for 
review and for co-ordination with other claimant agencies and to 
which it is responsible for instituting and carrying out effective pro- 
curement policies. But I believe that the responsibility for procure- 
ment operations should be left to the Department of Defense. The solu- 
tion to effective procurement is to see that the Department of Defense is 
staffed at all levels with personnel of the requisite skills and with the 
will and authority to do the job well. This was the lesson learned by 
Donald Nelson in the early part of World War II. (See Arsenal of 
Democracy, 1946, page 376.) 

Pricing and Profit Policies. In World War II an adeuinisteved price 
system was developed to provide incentives for the shift of resources 
into the production of military goods with the minimum use of manda- 
tory orders and by methods which minimized excessive profits. The 
system had several facets, including the exemption of military goods 
from OPA controls, the development of a policy of close pricing on 
military contracts, renegotiation, and the company pricing program.° 

Basic to the pricing policy was the Henderson-Patterson-Forrestal 
agreement, establishing the responsibilities of OPA and the military 
establishment, respectively, on pricing matters. This agreement pro- 
vided roughly that specialized military equipment and its compo- 
nents should be exempt from OPA controls, but that basic materials 
and standard products sold for civilian as well as military use should 
remain under price ceilings. At the same time a hardship price adjust- 
ment procedure was established permitting upward adjustment of 


* Thomas B. Worsley, Wartime Economic Stabilization and the Efficiency of Government 
Procurement (1949), gives a detailed discussion of these. See, also, John Perry Miller, 
Pricing of Military Procurement, referred to in Footnote 1. 
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prices subject to OPA controls where this was necessary to provide 
incentives for the production of military goods. The criteria for price 
adjustments in such cases were more lenient than the normal OPA 
standards. Wages of military contractors as well as others were, of 
course, subject to WLB control. In return the military establishment 
assumed the responsibility delegated to it by OPA for controlling effec- 
tively prices and profits in the exempted areas. 

The net effect of these arrangements was to facilitate military pro- 
curement in many ways. By stabilizing cost elements, OPA and WLB 
contributed materially to the control of subcontract prices and facili- 
tated cost estimating and pricing on prime contracts. At the same time, 
the services were left with flexible powers to tailor prices on prime 
contracts to individual circumstances. The pricing of such contracts 
was admittedly often liberal. But the net effect of stringent price con- 
trols in the civilian sector and more lenient pricing in the military 
sector was to provide incentives which encouraged the flow of resources 
into the production of military goods. 

In view of the agreement between OPA and the military establish- 
ment, it was encumbent upon the latter to develop a program of pro- 
curement pricing which would insure fulfillment of its requirements 
and at the same time further the objectives of economic stabilization. 
Once wage rates and the prices of basic materials and standard items 
had been stabilized, the extent to which procurement pricing could 
contribute to inflation was narrowly limited. The principal responsibili- 
ties remaining to the military establishment were: (1) to insure that 
resources, including labor, material, and facilities, were used efficiently 
and (2) to see that profits on military contracts were not excessive. If 
these responsibilities were met, the output of goods and services would 
be maximized and the budgetary costs of procurement minimized. 

The key to procurement pricing policy was the attempt to develop 
an incentive pricing system. An attempt was made to use to the maxi- 
mum various fixed price and incentive contracts in preference to cost- 
plus-fixed-fee and other cost contracts. An attempt was made to distin- 
guish the risks which were subject to the contractor’s control from 
those over which he had no control, and to shift the burden of the latter 
to the government; thereby eliminating these as contingency factors in 
contract pricing. Various devices were used for shifting these uncon- 
trollable risks including special provision for supplying working capital 
and fixed capital such as accelerated amortization, government fur- 
nished equipment, and government-owned-privately-operated facilities. 
Moreover, various price adjustment clauses were developed to reduce 
the contractor’s risks arising from changes in raw material prices or 
labor rates where these were the result of government action, or from 
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cost increases resulting from changes in delivery schedule or delays in 
production outside the contractor’s control. Having reduced the con- 
tractor’s risks in these ways, a further attempt was made to negotiate 
close prices on future deliveries; thereby providing the contractor with 
incentives to watch carefully costs which were subject to his own 
control. In furtherance of this program of close pricing, the services 
developed various techniques of price and cost analysis which were 
designed to strengthen the hand of the negotiator. 

Clearly the services fell short of their objectives. Performance was 
uneven as between various procurement activities. This system was 
hammered out slowly and many problems of organization and per- 
sonnel were never solved satisfactorily. 

Part of the deficiency arose from a conflict between the objective of 
incentive pricing and the further objectives of profit controls. Large 
profits on military contracts may arise from several factors, including 
genuine errors in cost estimating, poor negotiation, successful efforts at 
cost reduction, and willful efforts at overpricing. There were very 
strong pressures throughout the war to eliminate “unconscionable” or 
“excessive” profits. In part this was done under fixed price contracts 
through use of various price redetermination clauses which provided 
for periodic re-examination of costs and production experience and 
negotiation of revised prices on existing contracts. Where experience 
showed that costs were running substantially below original estimates, 
lower prices were in order. While it was the announced policy in such 
redeterminations to allow a contractor larger profits if there was evi- 
dence that his reduced costs were the result of increased efficiency, 
there was a strong tendency for operating personnel to redetermine 
prices on the basis of costs plus conventional rates of profit. Conse- 
quently, to the extent that contractors anticipated that redetermined 
prices would be arrived at by applying conventional profit figures to 
re-estimated cost, the incentives to cost reduction were impaired. 

Renegotiation presented further complications. While the initial 
objective of renegotiation was to effect repricing of contracts including 
the undelivered portions of these contracts, the renegotiation procedure 
soon settled down to a policy of recapturing excessive profits at the 
end of the year after review of the contractor’s over-all profit and loss 
position with respect to his total renegotiable business. This meant that 
the problem of repricing the undelivered portions of existing contracts 
was not handled by the renegotiation authorities. In determining 
whether or not a contractor had excessive profits, the renegotiation 
authorities were required by statute to consider various elements includ- 
ing the extent of the contractor’s pricing risk and his efficiency. 

The accomplishments of renegotiation were very substantial. Re- 
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negotiation authorities are generally credited with having been scrupu- 
lously honest and conscientious in the performance of their duties. Re- 
negotiation must be credited also with having established a pattern of 
allowable profits, which served as a guide to contractors and procure- 
ment officers in their negotiations. Moreover, it served the very useful 
function of eliminating unconscionable profits arising from errors in 
judgment, deficiencies of contract administration, or from the efforts 
of a willful minority to take inordinate advantage of military procure- 
ment officers. In so doing, it contributed much to the morale on the 
home front. 

But as the war progressed, renegotiation became increasingly di- 
vorced from procurement. Moreover, there was a fairly widespread 
opinion that the renegotiation boards were unsuccessful in distinguish- 
ing between the efficient and inefficient operators and in rewarding them 
accordingly. Since the range of allowable profits was relatively narrow, 
the opinion prevailed that the rewards for efficiency were, at their best, 
not commensurate with the risks and effort involved. One of the 
effects, therefore, was to complicate the problem of incentive pricing. In 
the general conflict between the objectives of eliminating excessive 
profits and controlling costs, the emphasis seems often to have been 
upon profit control rather than upon cost and price control. There is a 
widespread opinion, with which I concur, that despite the very elab- 
orate efforts to effect incentive pricing, contract pricing approached 
dangerously to a highly disguised cost-plus-percentage-of-cost basis. 

Subcontracts present a very special pricing problem to the armed 
services. Although OPA ceilings were applicable to many subcontract 
purchases during World War II, the prices of many others were not 
so controlled. Moreover, in many cases OPA prices were so high as to 
yield excessive profits by the standards of renegotiation. While re- 
negotiation represented one method for recouping excessive profits 
from subcontractors, it was not, for reasons explained above, an effec- 
tive method for inducing cost control and efficient production. The 
approaches of the armed services to the subcontract price problem 
were several. Although these efforts met with some success, the sub- 
contract pricing problem remained one of the most serious problems 
in the pricing field. 

Failure to develop a technique for close pricing on subcontracts 
weakened substantially the efforts of procurement officers to introduce 
incentive pricing on prime contracts. In view of the policies of renegoti- 
ation, the close pricing philosophy required for success that the aggre- 
gate of all contracts of a firm be priced sufficiently closely to provide an 
over-all incentive to efficient production. But many firms were suppliers 
on both prime and subcontracts, Failure to price subcontracts closely 
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provided contractors with a cushion of excessive profits which reduced 
their risk and their incentives to cost control. Close pricing on prime 
contracts might, therefore, come to naught because some subcontracts 
were priced excessively high. 

It was only in 1944 with the inauguration of the company pricing 
program that the services began to develop a technique which gave 
promise of solving this problem along with others. (See Miller, 
Chapter 12.) Company pricing provided for a review of the cost and 
pricing policies of each firm and for periodic repricing of all prime con- 
tracts and subcontracts so far as future deliveries were concerned. 
The review was made by a single team acting on behalf of all the inter- 
ested contracting officers. Company pricing offered an answer to several 
pressing problems. It was designed to do with respect to future de- 
liveries what renegotiation was doing with respect to past. If successful, 
it would have made possible more liberal policies of exempting contrac- 
tors from renegotiation. It placed the emphasis upon the analysis of the 
cost and pricing methods of the firm rather than profits per se. It would 
have simplified the problem of negotiation substantially, since it made 
possible the elimination of frequent redeterminations on individual 
contracts by a multiplicity of contracting officers, each calling for data 
in a somewhat different form. If successful, it would have made it pos- 
sible for the armed services to approach any one company as a single 
unit and to work out a single pricing arrangement between the com- 
pany and the military establishment applicable to all procurements. 
By providing the opportunity for co-ordinating the policies of different 
contracting activities, it was the answer to the critics of decentralized 
purchasing operations. It offered a way to prevent the price effects of 
competition between decentralized buying activities. This procedure, 
then, gave promise of simplifying procurement operations and of 
strengthening the efforts of co-ordination. Because it was developed 
only late in World War II and because of some early mistakes, this 
technique was never thoroughly tried. But company pricing offers con- 
siderable promise for the future although it is not being explored as 
thoroughly as it should. 

At the present time, the present policies of the military establish- 
ment are essentially similar to those in effect at the end of World War 
II. Specialized military equipment has again been exempted from OPS 
controls under provisions of Supplementary Regulation No. 1 to Gen- 
eral Maximum Price Regulation. Although there was no explicit state- 
ment of the responsibilities of the Department of Defense to control 
prices and profits in the exempted area, this responsibility was im- 
plied, and OPS has more recently asserted its intention to review the 
pricing policies and practices of the military establishment. The mili- 
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tary establishment is making an effort to use fixed price contracts with 
appropriate redetermination clauses and incentive type contracts for 
certain types of procurement. The Munitions Board has promulgated a 
statement on “Military Contracting, Pricing and Profit Policies” 
(August 30, 1950), emphasizing the importance of close pricing. There 
is, of course, still a conflict between those who would undertake care- 
ful cost inspection and profit control and those who are primarily con- 
cerned with providing incentives for cost control and price control. 
There have been disturbing signs of the intrusion of the comptroller 
function into the realm of procurement pricing. This conflict in philoso- 
phy has led to considerable confusion in operations. Again the problem 
of incentive pricing is complicated by renegotiation. A system of re- 
negotiation has been in effect ever since 1948, although the coverage 
during the period 1948-50 was very limited. The Renegotiation Act of 
1951 (Public Law No. 9, 82nd Congress, Ist Session, March 23, 1951), 
however, is very similar to that in effect during World War II, although 
recent administrative interpretations have exempted a wider range of 
subcontracts. 

It remains to be seen how the present renegotiation Act will be ad- 
ministered. In view of the rather lenient nature of our price and pro- 
duction controls, it is doubtful whether renegotiation authorities can 
hope to control profits as closely as in World War II. Perhaps the best 
they can do is to adjust allowable profits in various industries to the 
market-determined alternatives. In short, they may correct gross errors 
in government contract pricing but have rather limited effect upon the 
level and pattern of industrial profits. Whether such a renegotiation 
policy will prove to be politically acceptable remains to be seen. It is 
probable that such a liberal profit policy is consistent with present 
lenient controls of wages and prices. If, however, the tempo of the 
defense program should call for increasingly tight controls on the 
price and wage front, the renegotiation authorities would without 
doubt be under pressure to tighten up on profit controls. The flexibility 
of the renegotiation procedure constitutes one of its principal advan- 
tages as a device for controlling profits. But the fundamental conflict 
between incentive pricing and renegotiation will remain unless the re- 
negotiation authorities are able to convince contractors of their ability 
to distinguish efficient risk-taking firms from others and of their pur- 
pose to reward them accordingly. 

Selection of Sources of Supply. The rejection of the traditional com- 
petitive bid system in favor of the negotiated contract places squarely 
upon the government responsibility for the selection of sources of 
supply. The power to select sources involves the power to control the 
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destinies of existing firms and to effect substantially the direction in 
which the structure of industry will develop. There is a strong public 
interest in this problem. It is important for the maintenance of con- 
fidence in government and in the military establishment in particular 
that sources of supply be selected on the basis of objective criteria 
reflecting national interests on which there is a consensus without 
arbitrary favoritism of persons or regions. 

There are in fact two distinct though related aspects of the problem: 
first, the selection of firms to be encouraged to increase their productive 
capacity and, second, the selection of firms for the award of particular 
contracts. These two aspects of the problem are, of course, often 
related. For example, a decision to award a contract to a particular 
firm may be the occasion for granting to the firm special privileges 
designed to permit it to increase its capacity. But in many cases the ap- 
proach has been the reverse. In the case of facilities designed to pro- 
duce basic raw materials or relatively standard components, produc- 
tion authorities, recognizing the need for expansion, have determined 
upon expansion in advance of decisions concerning the award of par- 
ticular contracts. Prior decisions on expansion of facilities in such cases 
determine the alternative sources available to the military establish- 
ment or to its prime contractors when they are placing supply con- 
tracts. 

A discussion of the various policies affecting the provision of new 
facilities is beyond the scope of this paper. Suffice to say that during 
both World War II and the present emergency responsibility for the 
decisions on new facilities has been highly decentralized. Responsi- 
bility was shared during World War II by the armed services, WPB 
and its predecessor agencies, RFC, DPC, and others. The same is true 
today. The policies followed at different times and with respect to dif- 
ferent types of facilities have been various. Attention has been given to 
such factors as the availability of technical and managerial know-how, 
the need for industrial dispersion in the interests of national security, 
the desire to aid in the expansion of small business, and the strategic 
policy of fostering several alternative sources of supply for the produc- 
tion of specialized military equipment. 

Because of the urgency of mobilization, decisions concerning major 
expansions of capacity have been made under great pressure. Expan- 
sion of facilities must precede any increase in the flow of defense prod- 
ucts therefrom. For this reason, there has been a strong tendency in 
times of mobilization to favor expansion by well-established firms 
which have technical know-how as well as managerial talent in suf- 
ficient depth to permit of dilution, Consequently, despite the best of 
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intentions, there is a strong tendency to accentuate the strength and 
growth of well-established firms rather than to foster the development 
of new or less well-established firms. 

During World War II, the device of government-owned but pri- 
vately-operated plants was used extensively for the expansion of neces- 
sary facilities. By use of this device, final decisions concerning the 
ownership of new facilities were postponed until after the emergency. 
It was possible, therefore, to take advantage of the know-how and man- 
agement resources of established firms without making any final com- 
mitments on eventual ownership until a later period when the pressures 
for decision were less and when the new facilities had acquired going or- 
ganizations. Moreover, the Surplus Property Act (Public Law No. 457, 
78th Congress, 2nd Session, October 3, 1944; 58 Stat. 765) specifically 
provided that in the disposal of government-owned plants the Surplus 
Property Administrator should consider the effects of alternative dis- 
positions upon the resulting market structures and should try so far as 
possible to foster the development of competitive markets. While the 
net effect of the disposition of government-owned plants was not as 
great as many had hoped, there were substantial accomplishments 
which would otherwise have been impossible. 

During the present period of mobilization, however, the policy of 
government-owned plants has been rejected. We have relied primarily 
upon the device of accelerated amortization as an incentive to the ex- 
pansion of privately-owned facilities. This means that decisions con- 
cerning ownership must be made in advance. Moreover, a certificate of 
necessity allowing accelerated amortization is generally of more value 
to a well-established and profitable firm than to a new firm. It is ap- 
parent, therefore, that the device chosen for inducing expansion of 
industrial facilities is one which works contrary to a national policy 
of encouraging the birth and growth of new firms.° 

It should be recognized, however, that many groups in the military 
establishment have as a matter of policy fostered the development of 
alternative sources for the production of many kinds of specialized 
military goods. Whether they have done as much as might be expected 
is open to debate. But general impressions of the results of World War 
II indicate that in many industries important new sources of initiative 
were developed which have injected new competitive factors into the 
economy. Of particular importance in its effect upon competitive fac- 
tors in the economy are the policies of the military establishment in the 
placement of contracts for research and development.’ New technology 

*See my article, “The Pricing Effects of Accelerated Amortization,” Review of Economics 
and Statistics, February, 1952. 


" Investigation of Government Patent Practices and Policies (3 vols., U. S. Government 
Printing Office, 1947). 
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and new products are among the most important factors tending to 
undermine entrenched positions and to develop competition in the 
industrial sector of the economy. The military establishment has 
poured substantial sums of money into industry and has thereby given 
a great impetus to technological development. There are examples of 
new or relatively small tirms which have grown to substantial size, 
whose principal asset at the beginning of World War II was a small 
corps of skilled technical personnel. Some have become important in- 
novating factors in their industries, constituting a new and significant 
challenge to the previously established firms. Likewise, in some indus- 
tries, such as radio, where the research and development were formerly 
undertaken by a few firms, military contracts have been the basis for 
the developing of strong research divisions within other firms which 
had formerly concentrated their energies on production or merchandis- 
ing rather than research.* 

No generalization can be made concerning the general effect of the 
war in these respects. This is a problem worth very serious study. My 
purpose is simply to emphasize the tremendous power which is lodged 
in the hands of the military establishment and to urge that it give care- 
ful consideration in its placement of contracts to the broader effects 
which its policies may have upon the economy. 

An expanding economy is favorable to the birth of new firms and 
the development of small firms. It is a favorable climate for the injec- 
tion of new elements of competition which will subject the earlier 
entrenched firms to increased rivalry. Failure of the military establish- 
ment to recognize the problem and to seize the opportunity to develop 
new sources of initiative may present antitrust authorities at some 
later date with the need to take remedial action. A policy of placing 
contracts in the light of their long-run effects upon market structures 
is a much more constructive approach to the problem of preserving our 
competitive economy. 

Within the range of available capacity, decisions concerning the 
selection of sources of supply are the responsibility of the military 
establishment. It should be pointed out, however, that this responsibil- 
ity often does not rest with the procurement officer, since in many of the 
bureaus and technical services there is a more or less sharp distinc- 
tion between the production and procurement groups. The former are 
responsible for determining the technical specifications and in the case 
of specialized military equipment they often take a good deal of initia- 
tive in the designation of suppliers. The necessity for the participation 
of technical and production personnel in the selection of sources of 


*W. Rupert Maclaurin, Invention and Innovation in the Radio Industry (Macmillan, 
1049), p. 140, note. 
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supply is clear. It appears, however, that they have not always been as 
sensitive to the broader problems of developing alternative sources as 
they might be. This is a further reason for increasing the co-operation 
in the very early stages of procurement between the production and 
purchasing groups. The extent of this co-operation today varies widely 
between different procurement activities. 

It should be pointed out that the use of the negotiated contract 
does not preclude competition. It precludes only the formalized pro- 
cedures associated with the competitive bid system—procedures which 
often reduce rather than foster competitive forces. Unless special con- 
siderations dictate otherwise, the selection of a source should be made 
only after careful investigation of all possible sources and, if practical, 
the solicitation of informal bids from and negotiation with several of 
them. Clearly such a procedure is possible wherever formal competitive 
bidding is feasible, and in many other cases as well. Negotiated con- 
tracts, then, may be placed on the basis of competitive prices alone. 

There are other cases, however, where strategic considerations will 
limit the range of alternatives, such as the need to disperse contracts 
for production in order to maintain several centers of technical know- 
how intact. In times of intense mobilization, many other factors may 
be considered. Thus WPB Directive No.2, originally issued in March, 
1942, required that contracts be placed with reference to several cri- 
teria, including the labor supply, the conservation of skills and re- 
sources, considerations of delivery, effective utilization of small plants, 
minimizing the need for equipment and facilities, minimizing the 
strains upon transportation facilities, etc. The directive was modified 
from time to time to give greater or less emphasis to these various 
considerations as well as to price. In the present mobilization, there 
have been similar directives indicating the need to consider such fac- 
tors; e.g., Secretary of Defense, Memorandum Concerning Broadening 
the Industrial Base of Procurement Programs, December 18, 1950. 

No discussion of the problem of selection of sources would be com- 
plete which did not mention the special problem posed by small busi- 
ness. Much heat but somewhat less light has been shed on this prob- 
lem. It is unfortunately true that the policies of a controlled economy 
are likely to create a good deal of instability and uncertainty for 
many small manufacturing plants. Larger diversified plants do not feel 
the impact of production control programs quite so seriously because 
of the diversity of their products and because they are more certain of 
being able to participate in military procurement either directly or in- 
directly. In times of mobilization, small business looks to government 
to help alleviate its position. 

Within the limited area of military procurement, something may be 
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done to increase the flow of direct contracts to small businesses. But 
all are agreed that contracts for the bulk of military goods in dollar 
value cannot be placed directly with small business. The more urgent 
and larger the mobilization program the greater the strain it puts 
upon the administrative capacities of procurement officers. In periods 
of rapid mobilization, it may be the better part of wisdom to place 
heavy reliance upon the administrative capacities of large business to 
fan out subcontracts to small suppliers rather than to overburden the 
limited resources of the military establishment by requiring it to 
assume the burden of a larger number of prime contracts. 

The problems of small business are to a large extent the transitional 
problems of mobilization. The objective in each phase of mobilization 
might well be to use that administrative procedure which will bring 
about contractual commitments to small firms most rapidly. Statistics 
on the proportion of prime contracts going to large and small firms are 
not conclusive. The relevant measure of success is to be found in the 
rapidity with which commitments, whether in the form of prime con- 
tracts or subcontracts, are received by firms which are the victims of 
mobilization. 

I do not wish to minimize the importance of the military establish- 
ment improving policies and procedures designed to facilitate the flow 
of contracts directly to willing small businesses. But I have a strong 
suspicion that the bulk of our small business concerns would prefer a 
subcontract of a given volume at a given time to a prime contract 
of the same amount at the same time. The administrative complications 
of government contracts are sufficient in many cases to dictate such a 
preference. I do believe, however, that an inordinate amount of atten- 
tion has been given to problems of small business at the expense of 
other serious problems connected with the selection of sources. 

Co-ordination of Requirements and Procurement. The sharp separa- 
tion within the military establishment between the two functions of 
determining requirements and procurement has presented many serious 
problems. Under the typical arrangements within the military estab- 
lishment the procurement authorities are responsible for purchasing 
the requirements as established by other groups. Procurement is simply 
the particular point at which requirements are brought to bear upon 
the economy. Although I shall not discuss the problems of determining 
requirements, I do wish to emphasize two points: the importance of a 
proper phasing of requirements and the need for continuous mutual 
adaptation of requirements and procurement. 

One of the important factors determining the net impact of a pro- 
curement program upon the economy, besides its size, is its timing. A 
program calling for an expansion of the submarine fleet must be 
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broken down into a variety of particular procurement programs, for 
such items as the hull, electronic devices, guns, and a wide variety of 
other equipment. The lead time necessary to produce various items 
differs greatly. Given the date by which the completed submarine is 
scheduled for delivery, there are certain dates by which each of the 
component parts must be delivered. Failure of any component to be 
ready by the appropriate date may mean delay in completing the pro- 
gram. Within these limits, however, there is considerable freedom of 
play. If a major procurement program is to have the least possible 
disturbing impact upon the economy, the timing of the programs for 
each component must be arranged with ingenuity. There is no point in 
loading up ammunition manufacturers with orders for delivery in six 
months if the submarines will not be ready for two years. To do so may 
simply place an undue burden upon their facilities, tighten their labor 
markets unnecessarily, and accentuate the scarcities of metal and other 
materials. This would create unnecessary stresses in the economy. There 
should, then, be a good deal of flexibility in the phasing of requirements 
within certain outside limits determined by strategic considerations. 
Individual procurement officers should avoid the natural tendency to 
play safe by placing orders for requirements for which they are respon- 
sible in such a way as to insure delivery within the minimum possible 
time.’ Flexibility in scheduling and phasing requirements is necessary 
in order that procurement may be adapted to changing market condi- 
tions. This is particularly important in a long period of mobilization 
and would become even more important if we should rely primarily 
upon indirect controls for the stabilization of our economy. 

I wish also to emphasize the need for establishing effective tech- 
niques within the military establishment for reviewing requirements 
constantly, in light of both changing military strategy and the changing 
conditions in the economy. The rigid separation between requirements 
determination and procurement is unnecessary and dangerous. Despite 
attempts to solve this problem in World War II and renewed interest 
in the problem at the present time, it is still a source of substantial 
difficulty. In too many instances it is clear that markets have been dis- 
turbed and expenditures incurred unnecessarily because procurement 
officers acted on the erroneous assumption that the requirements sub- 
mitted to them were real and urgent. 

The military establishment seems to operate all too often on the 
assumption that the volume, form, and timing of most requirements 
were unconditional and independent of costs. But we know that the 


*See Press Release by President Truman, May 3, 1951. Reprinted in Committee on 
Expenditures in the Executive Departments, Sixth Intermediate Report, Federal Supply 
Management, 82nd Cong., 1st Sess. House Report No. 658 (1951), p. 28. 
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requirements for defense and security are not absolute. We may have 
different degrees of security; we may have security based on various 
strategic and tactical plans; and we may have a particular degree of 
security at an earlier or later date. In planning for our security, we 
must take calculated risks in light of the comparative cost to us of 
alternative programs. One of these costs is the impact of procurement 
upon the economy. 

I have urged elsewhere that it is important to develop the closest 
co-operation between the technical and purchase groups operating 
within the procurement activities so that specifications may be suf- 
ficiently flexible to take advantage of new technology and changing 
market conditions. Likewise, it is essential that there be the closest 
co-operation between the requirements and procurement groups so that 
requirements may be responsive to changing economic conditions in the 
same way that procurement is responsive to requirements, and that 
both in turn are responsive to changing strategic plans. It is especially 
important that requirements be reviewed in advance of procurement 
commitments. 


Conclusions 


A prolonged period of mobilization places new and difficult responsi- 
bilities upon the military establishment. The magnitude of its procure- 
ment and the way in which procurement is performed may have sub- 
stantial effects on the long-run structure of the American economy, the 
total level of expenditures, the secular trend of price levels, and upon 
economic stability. At the present time, the efforts of the military 
establishment are being buttressed by various temporary civilian 
agencies so that its potential impact is, in several ways, minimized. 
But we must recognize that the military budget is essentially insensi- 
tive to various stabilization devices. If, after the hump of the current 
mobilization effort, we should abandon many of our direct controls and 
rely upon indirect controls including fiscal and monetary policies, the 
burden of responsibility upon the military establishment would be very 
substantially increased, Because of the relative insensitivity of require- 
ments in real terms to economic forces, the military budget is a poten- 
tial source of great instability which may place a very serious strain 
upon a system of indirect controls. 

In the past there was a considerable tolerance of the inadequacies of 
the military establishment in controlling its requirements and procure- 
ment policies. On the whole, the military establishment paid but little 
attention to its impact upon economy, except as it was subjected to 
pressure from various civilian agencies. Today the pressures of civilian 
agencies are weak. If, as seems probable, we are faced with a long 
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period of high mobilization, the military establishment is not likely to 
find such a degree of tolerance in the future. There appears to be in 
prospect considerable public criticism of military procurement policies 
and procedures. Consequently, a more effective and direct system for 
minimizing the impact of military requirements upon the economy is 
necessary, not only in the interest of the preservation of our free 
economy and protection of our civilian standards of life, but also as a 
prerequisite to the continuing confidence in the military establishment. 

The Department of Defense urged effectively the need for wide dis- 
cretion in its procurement policies and operations. This request was 
granted. The amount of discretion which has been placed in its hands 
and the power over the economy which this implies is impressive. The 
military establishment is, of course, responsible to the executive and 
legislative branches of the federal government. It is most important 
that various devices be developed and perfected for reviewing the poli- 
cies and procedures of the military establishment in the field of require- 
ments and procurement. Recent suggestions that the Congress develop 
enlarged expert staffs or that an independent federal investigating unit 
be established should be considered very seriously. 

The area of discretion of the military establishment is limited some- 
what by such agencies as OPS and WSB on price and wage matters. 
Likewise, such agencies as NSRB, DPA, RFC, and the Antitrust Divi- 
sion in the Department of Justice set some limits on its discretion in the 
selection of sources. But the basic responsibility for procurement does 
and must lie with the military establishment. Despite efforts by outside 
agencies to limit its discretion, co-ordinate its activities with other 
parts of the economy, and review its operations, there will and must 
remain a wide area of discretion within which the military establish- 
ment alone is responsible. Moreover, if after the hump of mobilization 
we come to rely primarily on indirect controls as an instrument of 
stabilization, the area of discretion and the degree of responsibility 
will be even greater. 

There are recurrent proposals to improve the procurement policies 
by shifting procurement responsibility to some civilian agency. The 
tacit assumption of such proposals is that persons within the military 
establishment will not or cannot do as effective a job as persons in a 
separate agency. It is my belief that the nature of military procurement 
and the problems of effective administration dictate the need to attack 
this problem by improving the personnel and internal organization of 
the military establishment rather than by disrupting the military estab- 
lishment and separating the procurement function from the groups 
responsible for the determination and design of military requirements 
and for the ultimate use of military goods. 
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The granting of a wide area of discretion to the military establish- 
ment carries with it an obligation on its part to develop a set of policies 
and internal organization which will enable the military establishment 
to conduct its procurement in a way which, while furthering military 
objectives, will also further the economic and political objectives which 
are a requisite to the survival and further development of a free society. 
It is encouraging to note that there is an increasing awareness among 
high officials in the military establishment of their responsibility to 
consider the impact of procurement, in the broadest sense, upon the 
economy. But awareness is not enough. The military establishment, 
which knows its own problems best, must take the initiative in devising 
policies and practices which will permit it to fulfill its responsibility 
for providing national security while at the same time strengthening 
rather than subverting our basic economic institutions. This calls for 
strengthening civilian control over procurement within the Department 
of Defense. It calls for political, social and economic administration of 
a high order, It calls for the application of the best economic skills 
which the country can provide at all levels in the military establish- 
ment—from the highest policy levels down to the lowest procurement 
desk. 

There is a vast range of problems presented by military procurement 


to which economists should give a good deal more attention than they 
have in the past. I venture to predict that the day will come when the 
military establishment will find it necessary to develop a strong eco- 
nomic staff at all levels, from the highest policy levels down through to 
the lowest procurement operations, somewhat similar in its nature and 
function to the economic staffs recruited by OPA and OPS. 
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DISCUSSION 


J. Pure WERNETTE: Professor Miller’s paper seems to me to be so good 
that it has only one shortcoming: it leaves a discussant with very little to 
say except, “Hear! Hear!” His analysis is comprehensive and penetrating, 
and his conclusions are judicious. As he points out, military procurement 
is part of the huge and complicated process of preparing the armed forces 
of the nation. Some of the other aspects of the great operation are these: 
finance, production, allocation, and the grand planning of military strategy 
and tactics. 

Only a person who has been in an important position in wartime Washing- 
ton is likely to realize the size and complexity of these operations. Dr. Miller 
has had this experience. 

His paper performs a most useful service by pointing out the complexities 
of procurement problems and the difficulty of finding suitable solutions of 
these problems. His observations are based on his experience as an insider 
working on these problems. His words are of especial significance to the out- 
siders—who comprise the vast bulk of the citizenry. His observations are of 
especial significance because of three interrelated tendencies that are widely 
prevalent among outside observers. 

What are these tendencies? One is the tendency to see problems as being 
simpler than they actually are. Second, outsiders tend to suggest solutions 
that on their understanding of the problem seem to them to be adequate but 
which, in fact, are inappropriate. Third, they tend to criticize the men who 
are on the job for not having seen and embraced these simple solutions. 

Professor Miller’s discussion shows clearly that many policies which appear 
to be eminently suitable are in fact full of difficulties. For example, his analy- 
sis of renegotiation and of incentive pricing brings out the contradictory 
nature of these policies, each of which seems at first glance so eminently 
practicable. 

Especially valuable is Professor Miller’s discussion of the use of negotiated 
contracts instead of competitive sealed bids, of the problems and uses of 
renegotiation, of the expansion of facilities, and of the effects of procure- 
ment policies on the national economy. 

The impact of the current defense program on the nation’s economy is 
large enough to cause concern. Indeed, it has done more than that. It has 
precipitated grave apprehension among the American people. Now, sober 
awareness of a serious situation is all to the good; but in these days, when 
the state of confidence of the American people is a vital factor, an exagger- 
ated fear is harmful. 

That this condition now exists is suggested by the results of a recent Gallup 
survey. Last October the Gallup people asked their cross section of Americans 
this question: “Some people say the United States is spending so much on 
national defense and aid to other countries that the country is in danger of 
spending itself into bankruptcy. Do you agree or disagree?” 
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Thirteen per cent of those queried expressed no opinion, 30 per cent dis- 
agreed, and 57 per cent agreed. Among those expressing opinions, agreement 
prevailed nearly 2 to 1. 

Careful study of the Gallup poll results over several years has strengthened 
my belief in the common sense of the American people and therefore in the 
future of our democracy. But in this case, I believe that the majority of my 
countrymen are wrong and that this erroneous belief of the majority con- 
tributes to and is a part of unnecessary fear. What are the reasons behind this 
assertion? 

The question asked in this poll is a slippery one. Does it refer to the federal 
government only, or does it take in the entire nation? Does it mean bank- 
ruptcy in the balance-sheet sense: liabilities exceeding assets? Or does it 
refer to the income meaning: not having enough income to pay the bills? 

In the balance-sheet sense, the federal government is insolvent. On the 
liability side is a net debt of 215 billion dollars. On the asset side are a 22 
billion dollars equity in government corporations, several billions in cash, a 
large number of battleships, guns, planes, atomic bombs, and post offices, 
as well as some noble Grecian temples in Washington, D. C. All these, 
however, would scarcely add up to 215 billion dollars. 

This condition, however, should alarm no one. A government’s real asset 
is its taxing power. This rather than balance-sheet assets is what makes the 
debt good. 

In the income sense, the federal government recently has not had enough 
money receipts to pay the bills. But the government has no difficulty borrow- 
ing and could if necessary fall back on the power possessed by any sovereign 
government of printing the money. A sovereign government having this re- 
course (not open to ordinary debtors) hardly can go bankrupt—at least as 
long as its debts are in its own currency. (This qualification is not significant 
for the United States government; it is for the British government.) 

The mere statement of this magical power of a debtor government, how- 
ever, is enough to suggest the “catch” in this solution: inflation. The real 
problem is thus seen to be inflation and its consequences. Since this is so 
large a problem, I shall merely make this observation: inflation is not good, 
but its evil consequences are often exaggerated. 

The other major sense in which the term “national bankruptcy” can be 
used is to take in the entire nation. If a nation experiences an adverse balance 
of international payments and exhausts its reserves of gold and foreign 
exchange, the result might be described as “bankruptcy.” So used, however, 
the term would be misleading. In any event, no such condition faces the 
United States. 

So far as our economy is concerned, the only way in which in either the 
balance-sheet sense or in the income sense this nation could be said to be 
bankrupt would be by a collapse of economic activity—a serious drop in 
national productivity. This occurred in the Great Depression. Its possible 
recurrence and steps to prevent future slumps properly concern thoughtful 
people. But a large spending program conduces not to slump but rather to 
expansion. 
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The current spending program, to be sure, has many unfortunate aspects. It 
is a drain on our resources; it involves some waste; it still includes much 
unnecessary spending; it necessitates high taxes; it means some reduction 
in the production of consumer goods; and it carries the threat of additional 
inflation. These things are bad, but they do not add up to disaster. They do 
not mean national bankruptcy. 

This sketchy discussion is more than adequate for economists. Indeed, 
many of you probably reacted to the Gallup poll question with this thought: 
“What an absurd question! How can anyone think that the United States 
could go bankrupt?” 

The fact, however, would seem to be that tens of millions of our fellow 
countrymen do not react that way but rather are genuinely fearful about 
the outcome of the present spending program. Their fear is an important 
fact, even though it is not justified. It is an important duty of responsible 
economic analysis to replace such unwarranted fear with confidence based 
on understanding. Americans should realize (and so should the Kremlin) 
that, despite the heavy load of taxation and regulation, the American economy 
is stronger than ever before and is steadily getting even stronger. 
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I 


In economic theory, growth has occupied an odd place: always seen 
around but seldom invited in. It has been either taken for granted or 
treated as an afterthought. In the meantime, we have cheerfully gone 
ahead discussing employment and investment, interest and profits, 
accumulation of capital, business cycles, and many other exciting prob- 
lems which clearly demand the explicit use of the rate of growth, and 
which we have most ingeniously tried to solve in a theoretical wonder- 
land where a positive net propensity to save is consistent with a 
constant stock of capital, where full employment is compatible with 
the traditional competitive equilibrium and capitalism with a stationary 
society, where every increase in the capital stock reduces investment 
outlets, and where the business cycle was until recently viewed as the 
refusal of the system to return rapidly enough to its original state of 
static equilibrium. 

But it would be absurd to say that economic growth is a new subject. 
Economic historians have worked on it long and in earnest, and if it 
were not for their irresistible devotion to facts and scholarly caution, 
they might have indulged in speculative theorizing about growth, how- 
ever wrong their results might have been. (See, however, Walter 
Rostow’s forthcoming book.) Among economic theorists proper, par- 
ticularly in ages past, growth was not neglected. Adam Smith and J. S. 
Mill and Marshall wrote long and thoughtful chapters about it, which, 
however, did not prevent the last two from developing intricate theories 
of resource allocation under stationary conditions. More recently we 
have had a whole group of writers, including Ayres, Keirstead, Wright, 
and of course the late Professor Schumpeter—one of the few modern 
economists who understood what capitalism was all about.? Schumpe- 

* Thanks are due to Edith T. Penrose, of Johns Hopkins University, for giving the paper 
a reasonably good skin of English. 

*C. E. Ayres, Theory of Economic Progress (Chapel Hill, 1944) ; B. S. Keirstead, Theory 
of Economic Change (Toronto, 1946); David McCord Wright, Economics of Disturbance 


(New York, 1946), Democracy and Progress (New York, 1948), and Capitalism (New 
York, 1951). 
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ter’s writings on the subject were a bit romantic, but who of us has not 
admired and tried to follow the remarkable breadth of his thought in 
contrast to the not-too-satisfying background of saving-investment and 
similar controversies? 

My assignment, however, deals with growth models which the pro- 
gram calls “econometric,” though, to dispel any false hopes on your 
part, I must confess that my principal, if only periodic, bond with the 
econometricians consists of the eight dollars I pay each year for their 
incomprehensible journal. A comparison of these growth models at 
their present stage of development with the mature and impressive 
creations of our static theory calls to my mind descriptions of early 
mammals—frightened little creatures, entirely insignificant, who must 
have wandered around the legs of dinosaurs without even being noticed 
by them. But recent events show that this happy state of insignificance 
is coming to an end and, furthermore, that some of these creatures are 
about to expand into full-sized elephants. In economic literature, 
growth models, interpreted broadly, have appeared a number of times, 
at least as far back as Marx. Of the several schools of economics the 
Marxists have, I think, come closest to developing a substantial theory 
of economic growth, and they might have succeeded had they given 
less time and effort to defending their master’s virtue. Some highly 
elaborate and interesting growth models did, however, appear in Soviet 
literature.* Among recent Western writers, Cassel, Foster and Catch- 
ings, Kalecki, Lundberg, Paul Sweezy, Harrod, Fellner, Hicks, Schell- 
ing, Tsiang, Baumol, Hawkins, Alexander, and others have done sub- 
stantial work.* I have not tried to delve into the early growth models; 
it seems that we were not ready for them in any case until we had 
digested the consequences of the Keynesian revolution. Otherwise, it 
would be hard to explain the complete disregard by the profession of a 

* These Soviet models are more fully developed than similar attempts made in the West, 
with the exception of Leontief’s work discussed below. See, for instance, G. A. Feldman, 
“K Teorii Tempov Narodnogo Dokhoda,” Planovoe Khoziaistvo, November, 1928, pp. 
146-170, and December, 1928, pp. 151-178; N. A. Kovalevskii, “K Postroeniiu Generalnogo 
Plana,” and the subsequent discussion, Planovoe Khosiaistvo, March, 1930, pp. 115-209. 
Mr. Gregory Grossman, of the Harvard Russian Research Center, has drawn my attention 
to these articles. They were evidently written in response to immediate practical problems 
of planning. 

A good bibliography of recent works on growth is given by William Fellner in his 
“The Capital-Output Ratio in Dynamic Economics,” Money, Trade, and Economic Growth 
in Honor of John Henry Williams (New York, 1951), p. 106. Here are a few additions: 
Gustav Cassel, Theory of Social Economy (New York, 1924), pp. 34-42, and On Quantita- 
tive Thinking in Economics (Oxford, 1935); William T. Foster and Waddill Catchings, 
Profits (Boston and New York, 1925), and their other writings; Eric Lundberg, Studies in 
the Theory of Economic Expansion (London, 1937); Paul M. Sweezy, Theory of Capitalist 
Development (New York, 1942); T. C. Schelling, “Capital Growth and Equilibrium,” 
American Economic Review, December, 1947, pp. 864-876; S. C. Tsiang, “Rehabilitation 
of Time Dimension of Investment in Macrodynamic Analysis,” Economica, August, 1949, 
pp. 204-217; David Hawkins, “Some Conditions of Macroeconomic Stability,” Econo- 


metrica, October, 1948, pp. 309-322; Sidney S. Alexander, “The Accelerator as a Generator 
of Steady Growth,” Quarterly Journal of Economics, May, 1949, pp. 174-197. 
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growth model published by Eric Lundberg in 1936—a model not in 
any way inferior to Harrod’s now famous creation of 1939, which in 
turn had to wait for almost a decade and to be repeated in his book to 
receive its deserved recognition.® The present interest in growth is not 
accidental; it comes on the one side from a belated awareness that in 
our economy full employment without growth is impossible and, on the 
other, from the present international conflict which makes growth a 
condition of survival. 

Economic growth is determined by the very essence of a society, and 
a comprehensive theory oi growth should include physical environment, 
political structure, incentives, educational methods, legal framework, 
attitude to science, to changes, to accumulation—just to name a few. 
None of these could be properly taken as an independent variable, and 
the required system of simultaneous relationships, whether expressed 
in symbols or in words, would be impossibly complex and probably 
useless. The treatment of the subject therefore falls into two rather 
sharply differentiated parts: general treatises and highly simplified 
symbolic models, with a wide gap between. Neither approach taken by 
itself is satisfying. The former is usually deficient in analysis, and the 
latter is too narrow and deceivingly exact. Both should be looked upon 
as the opposite ends of a bridge, the construction of which will perhaps 
some day give us a workable theory of growth. But if each of us starts 
at his own end, this need not imply a lack of understanding of the 
problem as a whole, even if we do not confess to the limitations of our 
method on every possible occasion. 


II 


It can be taken for granted, I believe, that we are interested neither 
in the growth of money income taken by itself nor in the enlargement 
of unutilized productive capacity. Our first step, therefore, is to pro- 
vide the system with both a demand and a capacity side. Perhaps I am 
belaboring an obvious point, yet in pre-Keynesian days we might have 
dealt with the capacity side only, taking an adequate demand for 
granted. On the other hand, the more zealous Keynesians have been 
inclined to ignore the problem of capacity altogether, as if trying to 
justify Schumpeter’s complaint that the General Theory was a piece of 
depression economics. (See, for instance, Lawrence R. Klein’s Eco- 
nomic Fluctuations in the United States 1921-1941, 1950.) Today we 
cannot lose sight of either. Our problem can now be formulated as fol- 
lows: assuming that output and capacity are in balance at the outset, un- 
der what conditions will this balance be preserved over time, or in other 


* Lundberg, op. cit.; R. F. Harrod, “An Essay in Dynamic Theory,” Economic Journal, 
March, 1939, pp. 14-33, and Towards a Dynamic Economics (Lona. n, 1948). 
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words, at what rate should they grow to avoid both inflation and un- 
employment. This method treats economic capacity as a meaningful 
and measurable, though not necessarily an exact, concept. Several 
years ago I felt very guilty about this, but enough has been said on the 
subject since to make an extended apology unnecessary. The assump- 
tion that output and capacity are originally balanced is made for con- 
venience only, though in a cyclical problem it could be quite harmful. 
Perhaps a slight pressure of demand on capacity would be quite healthy 
for a capitalist economy. These considerations can be easily taken care 
of. With the present speaker density on this platform, however, I sus- 
pect this journey is going to be long and arduous, so why carry excess 
baggage from the start? 

The next step is to agree on the level of aggregation. There is noth- 
ing peculiar about growth models in this respect, and they can be made 
on any desired level, provided we are ready to pay for less aggregation 
the usual penalty of increasing complexity. There exists a model, not 
yet published, in which all series are broken down by industries, and 
the resulting interindustrial movements are made explicit. This is 
Leontief’s dynamic input-output model referred to below. Its differ- 
ential equations look so forbidding, however, that it may be just as well 
to leave it to the end and to start with the usual concepts of total in- 
vestment and consumption which have become so familiar in the last 
fifteen years. 

On the demand side we shall thus have our old friends: consumption 
(i.e., consumer expenditures) and investment (private capital forma- 
tion) and, of course, the government (expenditure on goods and serv- 
ices). As usual, the government is the most troublesome of the three 
because we have no theory of government expenditure whatsoever. In 
its absence, we may dump government expenditure on top of the other 
two as an exogenous factor, merge it with consumer expenditures (or 
with investment, for that matter), or assume it away altogether. The 
last suggestion is certainly the most convenient of all, and such a treat- 
ment of a troublesome factor is richly supported by precedents in eco- 
nomic theory. The situation would not be so bad if we knew something 
about the determination of investment, but as will be presently indi- 
cated, here too we fail. To have two such unreliable variables does not 
create any special mathematical difficulties, but it is certainly too much 
for an oral presentation. So in what follows we should either forget 
about the government altogether or keep the proper adjustments in the 
back of our minds. 

Of the remaining two variables—investment and consumption—we 
shall follow the Keynesian custom of treating investment as the active 
(independent) one and of tying consumption to its tail. This involves 
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the use of some consumption function (or functions in case of disag- 
gregation)—an instrument in whose reliability our faith seems to be 
subject to cycles of its own. Ever since the war, we have felt rather 
gloomy about consumption functions, but a year or so ago, Tom E. 
Davis, a graduate student at Hopkins, in a paper entitled, “Prediction 
and Various Consumption Functions” (presented at the meetings of 
the Econometric Society in Boston, December, 1951), reported that a 
couple of consumption functions originally suggested by Modigliani and 
Duesenberry gave excellent results when their 1929-40 regressions were 
extrapolated with a slight modification over the postwar years, including 
1950. So now I feel quite optimistic—at least for a few more days until 
the 1951 figures become available. These functions when applied to a 
growing economy make the fraction of disposable income consumed 
essentially a linear function of its rate of growth. However, for our 
purposes any reasonably reliable consumption function will do. 

All these are functions of disposable income. But to arrive at the 
latter, the treatment of depreciation, undistributed profits, and taxes 
must be settled. Depreciation can be handled either by excluding it 
altogether and working with net magnitudes or—more correctly—by 
‘incorporating it into the system explicitly. Undistributed profits may 
be made a function of total output and other variables (profit rate, 
utilization of capacity). This may not be too easy, and in the worst 
possible case they may be merged with personal savings. Taxes, of 
which we have quite an assortment, are less tractable, and here one 
appreciates once more the convenience of assuming the government 
away altogether. If we are essentially interested in the theory of 
growth rather than in its measurement, this may not be a bad idea in 
any case, 

Attempts to derive an investment function in terms of output, profits, 
capital stock, interest rate, and other variables have not been successful 
so far, and at this stage of our knowledge it may be just as well to admit 
our ignorance and to treat investment as the independent variable. This 
will deprive us of the pleasure of having a closed mutually determined 
and self-propelling system like a business cycle model, capable of trac- 
ing the path which output will actually take. We shall only be able to 
determine the rate or rates of growth of investment and output which 
if maintained will bring about the balance between output and capac- 
ity. 

To summarize then, the demand side of our system consists first of 
all of investment (or different kinds of investment), as an independent 
variable, and of consumption tied to it by a functional relationship via 
disposable income, with some provision being or not being made for 
the existence of government and other factors, such as depreciation. 
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This demand side will be used in the several growth models presented 
here. While the exact relationship between total demand and invest- 
ment need not be specified, it is important to note that an increase in 
demand is a function, not of the level of investment (and other things), 
but of an increment in investment. In other words, the rate of growth 
of demand is a function of the rate of growth of investment (and of 
other factors). But the relationship between investment and capacity 
is different, and this lack of symmetry is extremely important. 


Ill 


However difficult it was to express the rate of growth of the demand 
for goods and services in terms of a few relatively simple variables, our 
task on the capacity side is even more complex—and the results much 
less reliable. Everything is involved here: the growth of the labor 
force and the change in its composition, hours worked, training and 
skill of the workers, amount of effort, institutional conditions, geo- 
graphical movements, accumulation of capital, and that most important 
and also most elusive of all variables, technological progress in the 
broad sense, which changes the character of labor and of capital and 
of everything else. The nature of these factors and of changes in them 
are still very imperfectly understood; nor can most of them be ana- 
lyzed in isolation from the demand side, because whatever may be said 
about population change, investment and technological progress are 
undoubtedly responsive to movements in demand. But these difficulties 
are well known and not much will be gained by weeping over them. If 
our model builders waited until these problems were solved, they would 
not have made that modicum of progress they have been lucky enough 
to achieve. 

The construction of a model or of any theory, for that matter (or the 
writing of a novel, a short story, or a play), consists of snatching from 
the enormous and complex mass of facts called reality, a few simple, 
easily manageable key points which, when put together in some cun- 
ning way, become for certain purposes a substitute for reality itself. 
Simplification is the heart of this process, and those who complain 
about the “oversimplification” of economic theory frequently miss its 
objective. It is easy enough to add a few more variables, except that 
both the system (whether formal or not) and its results may turn out 
to be unmanageable. But deciding how and where to simplify and 
which variables to take in and which to leave out, i.e., the very essence 
of theorizing, always was and will remain a very subtle art. 

To come back to our immediate problem. The most direct and obvi- 
ous approach to an estimate of changes in capacity would consists in 
the use of some production function (or functions, depending on the 
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level of aggregation desired). The work of Douglas and Cobb was quite 
promising in this respect, and it is regrettable that it became entangled 
in methodological thickets, and that no attempt has been made, at 
least to my knowledge, to attach it to a demand function and thus 
obtain the rate (or rates) of growth required to maintain the proper 
balance between output and capacity.’ Recollecting that the Cobb- 
Douglas production function (originally applied to manufacturing) con- 
sisted of only two variables—labor and capital, with their exponents 
adding up to one (to achieve homogeneity)—and that technological 
progress was supposed to have been taken care of by a constant coeffi- 
cient, you may be amazed by the courage, if not foolhardiness, of its 
authors; yet it is by no means the simplest model of growth. I have 
not worked with it myself because it appeared to me too complicated, 
but it probably has excellent potentialities and certainly deserves an 
investigation. 

The practically-minded economists have usually been reluctant to 
commit themselves to some explicit production function, such as the 
Cobb-Douglas, the use of which requires not only time series of labor 
inputs but also those of capital, or at least increments of capital, as well 
as the evaluation of the cofficients, all of which must have looked to 
them like a lot of suspicious theorizing. Instead, they have employed a 
very simple device which makes output a function of labor input (man- 
hours worked), inflated by some increase in man-hour productivity. 
Such estimates have been made on aggregate levels, at least as a first 
approximation; alternatively, labor inputs and increases in produc- 
tivity have been computed by industries and then aggregated. (See, for 
instance, E. E. Hagen and N. B. Kirkpatrick, “The National Output at 
Full Employment in 1950,” American Economic Review, September, 
1944, pages 472-500.) Actually we have here another production func- 
tion, no less specific than Cobb-Douglas, the output being equal to 
labor input multiplied by a time series which is supposed to reflect the 
movements of all other factors: capital, technological progress, and 
anything else. For many practical problems, this is not the worst and 
is certainly the cheapest method of estimating future output; yet the 
assumption that changes in labor productivity derived from the past 
are somehow independent of the amount of investment undertaken in 
the period studied sometimes creates confusion, particularly when used 
to predict the future level of employment. An estimate of total output 
which is obtained by multiplying labor input by its assumed produc- 

* Paul H. Douglas, Theory of Wages (New York, 1934) ; also, Grace T. Gunn and Paul H. 
Douglas, “The Production Function for Australian Manufacturing,” Quarterly Journal of 
Economics, November, 1951, pp. 108-129. For a critique of this approach, see Horst 


Mendershausen, “On the Significance of Professor Douglas’ Production Function,” Econo- 
metrica, April, 1938, pp. 143-153. 
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tivity is compared with total demand consisting of government expendi- 
ture, consumption, and investment calculated separately. But some 
amount of investment has already been implied in the assumed increase 
in labor productivity, and it may be questioned whether we retain the 
freedom of assuming a perfectly arbitrary amount of investment for 
the demand side, unless the period studied is extremely short. Or if we 
start from some amount of investment on the demand side, are we 
justified in assuming an independent increase in labor productivity? 
Perhaps it was due to the use of this method that one study predicted 
a gross national product (in real terms) for 1960 that was in fact 
reached a whole decade earlier.” 

However great may be the practical virtues of an approach via labor 
productivity, it has not resulted in a model of growth as such because 
it is concerned only with the capacity side of the picture and re- 
mains detached from the demand side where we find neither labor 
force nor its productivity, but consumption, investment, and govern- 
ment purchases. If each new member of the labor force gave rise to a 
certain amount of investment, or if he came equipped with a sum of 
money to be spent as he pleased, we could immediately enter these facts 
on the demand side of the model and get the rate of growth of the labor 
force which would keep the demand and capacity sides in balance. Or 
if we could establish some relation between changes in man-hours 
worked and the community’s propensity to save, a similar possibility 
might arise. But the way things are, on the demand side of the equation 
the major role is played by investment, with consumption being tied 
to it and government expenditures given by Congress, but on the capac- 
ity side, we have an expected increase in man-hours multiplied by a 
productivity growth factor somehow derived from the past, without an 
explicit participation of investment, so that the two sides remain 
strangers to each other and refuse to intersect, or, more correctly, even 
to appear together on the same diagram. I do not mean to disparage 
the use of this method for many occasions; but at this moment, I do not 
know how to tie the two ends together so they would not be left dan- 
gling in the air. 

The preceding method was deficient because investment—the active 
component of demand—did not appear explicitly on the capacity side. 
The latter, to repeat, was composed of the increment in labor input 
times its productivity (or productivities), in which capital accumula- 
tion and technological progress were already reflected. Suppose we 
reverse the roles of capital and labor and construct the capacity side 


* J. Frederic Dewhurst and Associates, America’s Needs and Resources (New York, 1947), 
and Robert W. Hartley, America’s Capital Requirements Estimates for 1946-1960 (New 
York, 1950). 
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of the increment in capital, i.e., of investment, times its average pro- 
ductivity, in which the growth of labor and technological progress have 
already been accounted for. From a theoretical point of view, capital is 
just as good a factor of production as labor; in a modern industrial 
society it may be more correct to speak of labor as an attachment to 
capital rather than the other way around. Now with investment active 
on both sides, the equation is complete, the curves cross, and their 
intersection gives the required rate of growth. 

For a moment this sounds fine. Then doubts come in. Just what is 
meant by investment or capital accumulation in this connection and 
how is its productivity to be measured? Does the latter possess suffi- 
cient stability to be workable? Why has not the price mechanism been 
mentioned even once? Is it not a feat worthy of Don Quixote to try to 
express an increase in the productive capacity of a large and complex 
society by means of capital increments and their productivities, even if 
broken down by industries? 

The authors of these models will, I am sure, plead guilty to most of 
these accusations and defend themselves on the grounds that economic 
theory is full of criminals like themselves. The models do involve heroic 
simplifications. But are they more heroic than the reduction of the 
whole complex of managerial decisions in an uncertain world to the 
intersection of marginal cost and revenue curves, which we accept so 
readily perhaps because we learned it in our professional childhood? 
We seem to have accepted the labor productivity method and it raises 
similar questions, notwithstanding the long experience we have had with 
it. 

Even though capital productivity is not a new concept and it has 
been employed in acceleration models for a long time, there is no doubt 
that the use of capital as the factor of production creates many prob- 
lems that have not yet been resolved. What we want is investment 
which could be functionally related to an increase in productive capac- 
ity; what we get from statistics are capital expenditures as defined by 
the Bureau of Internal Revenue, with a few corrections. The two need 
not coincide, and there are many other outlays—on research, for 
instance—that are not classified as investment but which increase 
capacity. So do some government expenditures. 

It is certainly not implied here that capital is the sole creator of 
productive capacity. In the labor models just discussed, the importance 
of other factors—capital, technology, etc.—was not denied, but it was 
assumed that their effects could be measured via the increase in labor 
productivity. Similarly, here we try to express the effect on capacity of 
all other factors other than investment via the latter’s productivity. 
The productivity of labor has increased at some 2 per cent or so per 
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year. How has the productivity of capital behaved over the years? 

From traditional theory, deeply attached to the law of diminishing 
returns and its corollary, the deepening of capital, we would expect a 
secular fall in the productivity of capital because it has increased much 
faster than labor. The statistical study of capital productivity is in a 
rather primitive stage as yet, but the information now available seems 
to indicate that average capital productivity for this country as a whole 
has not changed much over the last eighty years or so.* It certainly has 
not fallen and has possibly risen somewhat. Evidently, technological 
progress has more than offset the insufficient growth of labor. 

Our growth models do not require that capital productivity remain 
constant; only that its changes be known and reasonably regular. As a 
first approximation it may be assumed to be constant. This simplifies 
the mathematics enormously, but we should guard ourselves against 
falling into a trap similar to that set by the alleged constancy of the 
velocity of circulation of money some years ago. The latter also ap- 
peared quite stable and was thought to have been so deeply rooted in 
our institutional setting as to be immune from sudden change. You 
know the outcome, and what might have been a useful tool of analysis 
at one time certainly became a handicap later on. 

If capital productivity has remained more or less constant while 
investment constituted some 10 per cent of net national income, it 
surely would fall if this fraction rose to 30 or 50 per cent. It is known 
that capital productivity varies sharply between industries, ranging 
from 100 per cent or higher in trade and services (on an annual basis), 
between 50 and 75 per cent or so in manufacturing, and perhaps some 
10 per cent, if not lower, in housing and public utilities. (Fellner, ibid.) 
We may still assume its constancy for theoretical and particularly for 
pedagogical purposes, but for the development of a theory of economic 
growth and its practical applications, these variations clearly require 
that the aggregates be broken down into a number of industries. 

Here we can take two steps at once. So far we have been essentially 
concerned with national income or gross national product; that is, with 
the production of the so-called “final goods” for consumption and in- 
vestment, with or without the addition of government purchases. But a 
major part of economic activity consists not in furnishing these final 
goods but in producing intermediate products for future production. 
More than that: goods do not move in one direction from the so-called 
“higher” to “lower” stages of production; there are whirlpools and 

*Fellner, loc. cit.; see also his paper on “Long-Term Projections of Private Capital 


Formation: The Rate of Growth and Capital Coefficients,” presented to the Conference 
on Research in Income and Wealth, May, 1951. 
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cross currents where goods flow back and forth between industries. Our 
demand side, even if broken down by categories, will still consist of 
final goods, but on the capacity side these large interindustry flows of 
intermediate goods should be explicitly taken into account. 

Such a scheme exists. It is the input-output method developed by 
Professor Leontief.’ Its essence, as you know, consists of estimating a 
series of inputs for each industry relative to its output, expressing these 
industrial interrelationships by a system of simultaneous linear equa- 
tions, and solving them for any given list of final products. The method 
is simpler than it sounds. It is followed by every housewife preparing a 
dinner: given the menu and the size of the family, the quantities and 
assortment of inputs (which she calls ingredients) are easily deter- 
mined. Fortunately, cooking does not require higher mathematics be- 
cause of the absence of cross flows. A pie is made out of flour, sugar, 
and apples, and luckily the housewife does not have to turn around and 
use a part of the pie to make sugar, nor is flour made out of apples. In 
industry, however, steel is made out of coal, iron ore, and transporta- 
tion; but coal also uses steel and transportation and the latter uses 
both coal and steel. This is where the simultaneous system of equations 
comes in. 

Existing publications of Leontief’s and the Bureau of Labor Statis- 
tics represent static analyses of interindustrial flows;*® they do not 
isolate capital formation as such and are not particularly concerned 
with growth. As a matter of fact, inputs of steel, machinery or construc- 
tion usually destined for capital formation do not have the normal 
relation to the current outputs of industries acquiring them and may 
distort the working of the whole system. 

Suppose additions to capital stocks of the various industries are 
isolated and the system redesigned so as to include not only the flows 
(steel, coal, wheat, freight ton-miles) needed for the production of a 
given list of final goods but also the increments of capital that the 
enlargement of the respective capacities will demand. Here not only 
the flow input-output coefficients will be required but also the ratios 
between the outputs and the stocks of capital (in the average or 
marginal sense) needed to produce them—the capital productivities 


* Wassily W. Leontief, Structure of American Economy, 1919-1939 (New York, 1st ed., 
1941, 2nd ed., 1951); also, “Output, Employment, Consumption and Investment,” Quar- 
terly Journal of Economics, February, 1944, pp. 290-314, and his other writings. 

“Jerome Cornfield, W. Duane Evans, and Marvin Hoffenberg, “Full Employment 
Patterns, 1950,” reprinted from the Monthly Labor Review, February and March, 1947; 
W. Duane Evans and Marvin Hoffenberg, “The Interindustry Relations Study for 1947,” 
presented at the meetings of the Econometric Society and the American Economic Associa- 
tion in Boston, December 26, 1951. 
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which we met several pages ago (though Leontief and his group prefer 
to use their reciprocals, the capital coefficients) .*' 

As a result of these changes, a system of differential (or difference) 
equations will emerge which should yield not only the required rate of 
growth of total output (which is not important here) but also the rates 
of growth of outputs of individual industries. This is a most noble and 
heroic task which requires not only skillful analysis but also an amaz- 
ing amount of empirical information, frequently of a rather slippery 
nature. It is one thing to talk theoretically about capital and its pro- 
ductivity and quite a different thing to compute them in practice. One 
has a right to be skeptical. But Leontief’s static system also met skep- 
ticism, perhaps because it made no use of our pet theoretical toys, such 
as elasticities of demand and supply, substitution, marginal cost, and 
what not, and employed instead some allegedly constant input coeffi- 
cients not visibly derived from profit maximization. It is indeed the 
great virtue of Leontief’s system that it has managed to get reasonably 
good results without using all these concepts and thus has shown them 
their proper place as servants to be called in if and when required. The 
construction of the dynamic system is carried on at Harvard by Leon- 
tief, Duesenberry, and their associates and they are, of course, in a 
better position to report on it than I am. The proof of the pudding is in 


its eating, and time will tell if theirs is edible. In my prejudiced and 
biased opinion, this is the most interesting and promising piece of re- 
search done in economics today. 


IV 


While empirical material is gathered, the theory of growth must go 
on. A frontal attack on the causes of technological progress and capital 
accumulation, as its two most important elements, would be the most 
obvious and direct approach. I have no quarrel with this method, 
except to find it rather difficult. Like a not-too-honest school boy who 
cannot solve his problem, I would prefer to look up the answer in the 
back of the book and then try to fix up the solution to satisfy the 
answer. Let us assume that the economy is growing. If we can learn 
something about its character, perhaps we shall be able to come back 
and get a glimpse of the causes of its growth, or at least of the condi- 
tions that should be satisfied to make this growth possible. 

We start by discarding the idea of equilibrium as a state of rest to 
which a stable system is expected to return. (This distinguishes our 
approach from other dynamic models where movements of the variables 


™ Preliminary results of the Harvard Economic Research Project are given in mimeo- 
graphed form in “Estimates of the Capital Structure of American Industries, 1939” (1950). 
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are treated as deviations from some constant equilibrium magnitudes. ) 
Our economy never returns. Its equilibrium may be said to exist if its 
component parts in their process of growth retain some proper relation- 
ship to each other, such as output to capital, steel to coal, costs to prices, 
or whatever else we are interested in. Together with the static equilib- 
rium must go out the notion that economic processes are finite—that 
they must “eventually” come to an end. This idea strongly affects our 
discussions of deficit spending by the government, foreign lending, 
investment in general, to name just a few processes which are supposed 
to have beneficial effects while they last but bring great harm when they 
stop; so long as they are beneficial, they should not stop. 

If the economy is in equilibrium when it grows in a certain way, the 
same can be said about a firm. We are interested, not in its output of 
today, but in the conditions under which it will increase its output 
tomorrow. We very definitely do not want the representative firm to 
be in a position of long-run static equilibrium where it has no reason 
to expand and hence to invest. If all our firms ever fell into this happy 
state, we might end up with a quarter of the labor force unemployed. 
The optimum allocation of resources likewise does not mean the maxi- 
mum output under given conditions at a point of time but a maximum 
achievable rate of growth (from a given position) over time. (This 
statement is subject to the usual qualifications given in static analysis 
regarding freedom of choice between work and leisure, saving and 
consuming, etc.) The industrial structure most conducive to it cannot 
be easily described, but does anyone seriously think that perfect 
competition with its large number of small units—too small for research 
and too weak for any bold action in an uncertain world—would really 
maximize the rate of growth? And if it would not, perhaps a good deal 
of our thinking about competition and monopoly should be recon- 
sidered. 

The interest rate, so battered around by the Keynesians, may come 
back into its own, not as the reason for saving, which seems to be 
quite independent of it, nor even as the determinant of the amount 
invested, but perhaps again as an instrument for choosing between 
long-lived investments with a high coefficient per unit of output (i.e., 
low capital productivity) and those with a short life and a low coeffi- 
cient. This may be a step back to the old Austrians, who, for all the 
recent criticism, might have had a better understanding of interest and 
capital than they have received credit for. It can be shown that invest- 
ments which are durable and capital intense may retard growth at first 
but accelerate it later, while those with short lives and low capital 
requirements will have the opposite effects. This relation between the 
life span of assets, their capital coefficients, and the distribution of 
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growth over time came out of a study of capital depreciation and re- 
placement, of which more below. 

With this growth model, the Schumpeterian circular flow equilibrium, 
where investment and saving are absent, is also put aside, and the 
business cycle becomes a deviation of the economy from its equilibrium 
rate of growth. However little we know about causes of investment, 
it must be inhibited by the presence of idle capital, while the full or 
overiull utilization of existing capacity should act as a stimulus. This 
intensifies the instability. If for some reason output does not grow 
rapidly enough, unused capacity develops, investment may fall off, 
and output will stop expanding and decline. On the other hand, a rapid 
growth of output presses on existing capacity and encourages invest- 
ment, which in turn accelerates the growth of output and increases the 
pressure on capacity. It is quite paradoxical that, with a given pro- 
pensity to save, to eliminate idle capital, more capital should be built 
and to avoid a capital shortage, investment should be reduced. 

Fortunately, we can borrow a few stabilizers from the real world, 
such as changes in the propensity to save, the monetary system, and 
others, and of course it is very lucky that investment is not solely de- 
termined by the degree to which capital stock is utilized. Technological 
progress, population movements, new firms, changes in tastes, etc., 
play an important part. It is extremely interesting to note that tech- 
nological progress and other changes which, from a static point of 
view, appear destabilizing may indeed turn out to be the chief stabi- 
lizers of a growing economy. Thus a conclusion, correct in a static 
system, is wrong when applied to a growing one. There must be many 
such instances and further research in the theory of growth will grad- 
ually bring them out. A few examples will be given here. 

It is not true, for instance, that capital accumulation necessarily 
reduces the rate of profit, as believed by the classical economists, 
Marxists, and others. If I may indulge in a bit of simple mathematics, 
the average rate of profit on capital (including interest and similar 
payments) will tend to equal the fraction of national income going to 
the capitalists multiplied by the ratio between the rate of growth of 
income and the average propensity to save. This can be easily derived 
from an expression showing that the ratio of national income to capital 
approaches as a limit the ratio of the rate of growth to the propensity to 
save (given in my “Capital Expansion, Rate of Growth, and Employ- 
ment,” Econometrica, April, 1946, page 142). In the United States this 
ratio has not changed significantly over a long time, nor have there 
been any sharp changes in income distribution between capitalists and 
others. Hence, we should not expect any drastic fall in the average rate 
of profit in the secular sense. I would guess that it was and still re- 
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mains somewhere around 6 per cent.’* If American capitalism is des- 
tined to go to the dogs, it will have to be propelled there by something 
else. 

Our next example comes from international trade. It is widely 
believed that the export balance of a new creditor country is gradually 
replaced by an import balance created by the mounting interest (and 
dividend) and amortization payments. In a growing economy this need 
not happen. The ratio between the inflow and outflow of funds is a 
function of the rate of growth of lending and the average rate of 
return received. So long as the rate of growth exceeds the rate of re- 
turn, an export balance will be maintained. This is really quite obvious 
and it would be obvious if we did not look at foreign investment as a 
finite process to be terminated after three or after five years, depend- 
ing upon the boldness of the author’s imagination. (See my paper on 
“The Effect of Foreign Investment on the Balance of Payments,” 
American Economic Review, December, 1950, pages 805-826.) 

My final example deals with replacement and depreciation. We are 
used to thinking that after the expiration of the initial period following 
the acquisition of the first asset, replacement and depreciation arising 
from a continuous stream of investments will balance, except for price 
changes and errors in estimating the life span of the assets. In a 
growing economy, however, even with constant prices and correct 
depreciation charges (computed according to the straight-line method), 
the latter will considerably exceed replacement expenditures. The ratio 
between them turns out to be a function of the rate of growth of gross 
investment multiplied by its average life span. In this country, these 
two magnitudes (in real terms) may be taken to be in the vicinity 
of 3 per cent and thirty years respectively, with the striking result 
that over a period of years replacement will not exceed some 60 per 
cent of depreciation charges.”* 

This is not necessarily a suggestion for amending our tax laws. A 
rise in prices can more than eliminate this difference, though not every 
price rise is large enough to do it, and what about price falls? We are 
interested in this difference here because it shows the danger of assum- 
ing the problem of replacement and depreciation away by working 
with net series of income, investment, etc. If a gross capital coefficient 


2A rough computation was made in my “Public Debt and National Income,” in 
Public Finance and Full Employment (Board of Governors of the Federal Reserve System, 
Postwar Economic Studies No. 3, December, 1945). 

8 This study, as yet unpublished, was made in the summer of 1951. It shows that after the 
expiration of the original m years, the ratio of replacement expenditures to depreciation 


rm 
charges will become and remain equal to o. where m is the average life span of 


assets and r is the relative rate of growth of gross investment. 
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turns out to be more meaningful than the net, which is very likely, 
growth models published so far will have to be reconsidered." 

The study of depreciation and replacement of capital goes beyond, I 
believe, mere bookkeeping manipulations and offers some real help in 
the development of a theory of growth. In addition, if we reflect on 
the fact that in the absence of price changes nearly two-thirds of 
gross capital formation in this country would be financed by deprecia- 
tion charges (this fraction also being a function of the product of the 
rate of growth and the average life span of assets),*° the regulation of 
economic growth by appropriate treatment of depreciation charges 
under the income tax laws may become a practical possibility.” 


V 

These are just a few examples of the changes which even a very 
primitive study of growth can make in our traditional thinking, to- 
gether with some hesitant suggestions for future work. I hesitate for 
the simple reason that I have not thought them through well enough to 
be reasonably sure of success. We may very well end up chasing wild 
geese. On the one hand, there is the problem of increasing complexity. 
It is not so much the formal mathematics—here the experts can be 
called in—but the intricacy of the answers, for this will deprive them 
of economic meaning. On the other hand, our results may be simply 
trivial. This would be sad. 

And yet I think that even now these growth models, for all their 
simplification, abstraction, narrowness, and many other crimes, are not 
entirely useless for the understanding of the working of our economic 
system. Without any formal mathematics, if we just reflect that an 
increment in capacity is related (however roughly) to investment, 
while an increase in aggregate demand is connected with the rate of 
growth of investment, and that therefore a continuous growth of in- 
come, and most probably of investment, is required to keep the 
economy on an even keel, the nature of the capitalist system and the 
difficulty of its maintaining full employment year after year will become 
easier to understand. If we take a step further and observe that the 
relation between capital stock and output depends on the latter’s rate 
of growth (and the propensity to save), and that there exists a rate of 

'*See the preceding note. 

** Using the symbols of note 11, the ratio of depreciation charges to gross investment, 
after the expiration of the first m years, will become and remain equal to mwas 

“It has already been applied in practice. See H. D. McGurran, “Some ery De- 
velopments in Canadian Taxation—Deferred Depreciation,” National Tax Journal, De- 


cember, 1951, pp. 299-303. Accelerated depreciation allowed our defense plants is another 
case in point. 
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growth of income which, under existing conditions, will preserve the 
balance between capital and output and thus avoid excessive accumula- 
tion of capital, the theories of overinvestment and underinvestment, 
oversaving and undersaving, declining rate of profit, disappearing in- 
vestment opportunities, and what not will fall into their proper places. 
Economic stabilization will become a special case of the problem of 
economic growth. 

So much for the work on this end of the bridge. Professor Wright will 
probably start from the other end. Perhaps we will meet in the middle 
some day. 


| 
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ECONOMIC GROWTH: ECONOMETRIC MODELS 
IN RELATION TO THE SOCIAL SETTING 


By Davip M. WricHt 
University of Virginia 


There seems to be a rumor going the rounds that I am no longer 
an economist! In order to negative this idea I shall confine myself to 
pretty strictly economic logic. But I will try to show that even on the 
most practical and specific grounds it is still necessary to supplement 
econometric growth models with broader social and institutional ideas. 
The purely mathematical approach, standing alone, is, I submit, too 
mechanical. 

Everybody knows, I believe, that my approach to the economic 
system is generally nonmathematical. By this, however, one should 
not understand that it is antimathematical. Quite the contrary. I respect 
and value the achievements of the econometricans, properly understood, 
and, although I do not have detailed mathematical knowledge, I have 
tried to train myself to have a certain general understanding of mathe- 
matical ideas. Thus some fourteen years ago, when I first seriously 
began to study economics, I was fascinated by the possibility of work- 
ing out a sort of global mathematical theory of growth in terms of 
overlapping rates of change. I was especially interested in the problem 
in connection with the stabilization of investment. Traces of these 
models will be found in the chapter on stabilization in my The Crea- 
tion of Purchasing Power, in my article on “Professor Knight on Limits 
to the Use of Capital,” and finally, and most explicitly, in my Economics 
of Disturbance. But the more I worked with these ideas, the less satis- 
fied I was with them, and I think it will be useful here to see why 
it was that instead of following out in more detail the line of what 
has since become known as “growth economics,” I chose to spend most 
of my time rather on the discussion of more general social problems. 
The basic trouble with econometric analyses and models, as I see it, lies 
in their generally very brief periods of relevance. What I mean is that 
all the parameters and functions assumed in a given econometric model 
are to a considerable extent influenced by the sociological conditions of 
the time, and that, therefore, we cannot rely upon these models for 
forecasting over very long intervals unless we do make very careful 
allowance for the shifts in social outlook. To be sure, it may be useful 
to keep on hand a sort of battery of alternative possible models. Or 
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given reasonably full statistical information, at a definite economic 
conjuncture, the econometrician can undoubtedly work out extremely 
valuable tentative forecasts over periods of six months to perhaps a 
couple of years. Possibly, on a very much longer range point of view, 
he may be able to work out very long-run trends of growth and so on, 
though I remain fairly skeptical about this. But economic life, I 
maintain, is still predominantly organic or chemical rather than mathe- 
matical and physical, and this means that the constant intrusion of the 
element of novel social valuation is always disturbing the “givens” 
upon which we base our models. 

However, I have found that discussion in such broad terms does 
not seem to be very convincing to many people. I would like, there- 
fore, to be a little more specific as to exactly why I feel dissatisfied 
with a great deal which has been done in the line of econometrics in 
the last few years. I am not going to try to give a detailed criticism of 
the particular estimates of particular men. What I do want to do is 
to attempt an evaluation, from my point of view, of what might be 
called the basic “spirit” of a good deal of the modern work. 

The trouble, it seems to me, lies in the fact that in order to work 
out these elegant models we are obliged most of the time to make two 
highly questionable assumptions. The first is the assumption that the 
consumption function is on the whole fairly stable or at least that it 
moves predictably. The second, and still more vital one, is the assump- 
tion that there is a definite and predictable relationship between con- 
sumption and investment. In other words, it is assumed that there are 
fixed technological coefficients or fixed rates of change of technological 
coefficients which require exactly so much capital equipment for each 
appropriate consumption level or increment thereto. On that basis it 
is possible to do a number of very elegant things—to make calculations, 
for example, as to what the effects of changes in replacement require- 
ments are going to be upon the total investment component, during 
growth, and so on and so on. But Professor Hicks and, to a less extent, 
Mr. Harrod have both of them brought into the picture something 
called “autonomous investment”; that is, investment not immediately 
geared to the consumption level. And, as I look at the matter, it seems 
to me that this concept of autonomous investment reduces the whole 
thing very largely to a series of mental exercises whose relevance can 
only be tested by reference to a great deal of historical as well as 
statistical data. 

But to be more specific, why is it always more or less wrong to 
assume a fixed relationship between consumption and investment, or 
to say that one always leads and the other follows? The best way to 
answer this question is to ask under what circumstances a man might 
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be tempted to invest even if the consumption level or prices or the 
total money value of sales in his industry were falling. There are, I 
submit, four types of circumstances in which investment would occur 
even though consumption was declining. They are as follows: a new 
type of product; a new technique; a shift in expectations, which shift 
could be, though not necessarily so, self-verifying; investment made 
not on the basis of the present demand but of long-run forecasts con- 
cerning the future demand over fifteen or twenty years. Such long-run 
investment could actually be stimulated by a depression. Let us 
examine these categories in more detail. 

Clearly, even if the consumption of beer, let us say, is falling, it 
might still pay a man to build another brewery in order to make some 
new kind of beer which he believes will be so popular that it will have 
large sales despite the drop in the aggregate market. In the same way 
even if prices are falling, the discovery of some new method of produc- 
tion which is tremendously cost-saving might be the signal for new 
investment. The rate of reduction of costs might be so much greater 
than the rate of fall of prices as to justify considerable construction. 
In the third case, the businessman may take a notion that the market 
is being too pessimistic. He may feel that he is smarter than the rest 
of the business world and that demand is really going to rise quite 
soon, and he may go ahead on that basis. Now I do not think anybody 
can deny that such a pioneer could conceivably have his predictions 
proved to be self-verifying. The old law that supply always creates its 
own demand has of course been blown up. But the new law that supply 
never creates its own demand is equally invalid. The fact of the matter 
is that sometimes supply does and sometimes it does not and nobody 
exactly knows in advance which time is going to be which. 

Finally, there is the case of long-range investment made on the basis 
of say twenty-year trends. Here the occurrence of a depression is an 
actual incentive to invest. The fact that prices are down and the rate 
of interest, presumably, down should have the effect of stimulating 
work upon such long-range projects, just as, to reverse the matter, too 
great a prosperity might actually bring such projects to a standstill. 
From phenomena like this, one gets the Hayekian theory of a depres- 
sion, which I consider to be one possibility among many. 

But the situation is even more indeterminate than I have given it, 
for not only do we have machines which are used in making consumers’ 
goods, but also we have machines which are used in making machines, 
and then we have the machines which are used in making the machines 
which make the machines which make the consumers’ goods, to say 
nothing of the machines that make the machines that make the ma- 
chines that make the machines that make the consumers’ goods! In 
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other words the economic system is set up, among other things, in 
layers like a cake and at any point along these various layers, either 
a new product or a new technique or a shift in expectations can occur, 
and consequently there is never any mechanically fixed relationship 
between what is going on in the consumption market and what is going 
on further up the line. The same thing is also true of the spatial or 
horizontal relations on each layer. And there are the further complica- 
tions furnished by “loops” and “whirlpools” in the flow. 

In order to link up the consumption market with the various layers 
of the investment market, we are obliged to bring in concepts as to the 
degree expectations in different markets are related, and as to the rate 
at which such expectations change, but again there is nothing a priori 
to say in which direction the expectations necessarily run. A shift in 
expectations, for example, may come in the investment field while 
consumption is still booming or it may come in the consumption field 
while investment is still booming. Furthermore, one can be depressed 
while the other one remains very largely unaffected. Such phenomena 
as expectations are furthermore clearly a part of the social setting and 
of sociology, not to be readily analyzed in econometric terms. 

In addition to such matters as these, one has also the problem of 
price change. For good or ill, I think we must all now concede that 
price change does have some influence, at the least, on quantity 
purchased. Theoretically at least, in a frictionless world, if a man 
discovered that he had an unexpended balance, he would immediately 
spend that money on some new want which he had not been previously 
able to gratify. Practically speaking, we know that things do not happen 
that quickly. But if we concede that much, we are immediately left 
with such questions as what type of society is the most likely to permit 
new wants? I was tremendously impressed in reading Mr. Sraffa’s new 
edition of Ricardo to see in what detail both Malthus and Ricardo had 
considered problems like these. Obviously, a society which is impreg- 
nated with the idea that new wants are more or less evil will have more 
trouble, in growth, than a society in which new wants are considered 
to be desirable. We are thus left with the whole problem of advertising 
and of culture concepts and so on. 

The “dynamic” analysis of capital requirements which I have 
sketched in will show the fallacy of an idea often appearing in econo- 
metric literature. I mean the notion that the “profit” level can in some 
way be deduced from the size of the capital stock relative to popula- 
tion and resources. This idea seems to me quite misleading. If the 
relative size of the capital stock determines anything, directly, it may 
help to shape the proportion of ‘“‘rent” in an otherwise stationary state. 
But the rate of profit is not merely a function of accumulation, but also 
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of innovation. A country with a very high relative stock of capital may 
also have a very high percentage of profit if there is a high rate of 
innovation. Vice versa a “backward” country with a low relative 
stock of capital may also have a very low percentage of profit if there 
is little innovation. The profit level of a country depends not only on its 
capital stock but on its entrepreneurial activity. You can deepen capital 
as well as widen it. I have developed problems of this sort in my paper, 
“Concerning Aggregate Wages,” appearing in the American University 
symposium, The Impact of the Union. 

But, again, the rate of entrepreneurial activity obviously is influenced 
by the cultural background and institutions which affect the entrepre- 
neur, and also his state of mind. And none of these things are mechan- 
ically related to the rate of consumption. Let us apply this analysis to 
a point which has been much discussed: the question of whether wage 
reduction and price reduction would cure unemployment. Recently, of 
course, the “wealth effect” has become pretty well established. It is 
now fairly generally recognized that at some point the increasing 
value of cash balances in real terms will stop the deflation. But at what 
point? That again is a matter of social atmosphere. A people, for 
example, who have been taught that a depression is solely the result of 
God’s judgment on the people for not saving enough money are likely 
to put up with a great deal more than a people who have been taught 
the equally erroneous doctrine that a depression is solely the result 
of greediness by businessmen looking for profit. 

But I feel that even the wealth effect is inadequate. What is often 
overlooked today is the direct effect of wage reduction upon the 
marginal efficiency of capital. As usual, we find that Lord Keynes has 
mentioned this but that his disciples have mostly forgotten it. The fact 
of the matter is that businessmen tend to have certain ideas of what 
constitutes long-run values. And if they feel things are too far out of 
line one way or the other, this belief may stimulate them in various 
ways. For example, it is sometimes said that if the government under- 
writes the wage demands of the unions so that there is always sufficient 
money being created to underwrite their demands, then these wage de- 
mands will have no effect in inducing unemployment. But this would 
only be true if the government stood ready itself to invest on a large 
scale should private investment fail. For if businessmen come to feel 
that wages and prices have been pushed up far beyond the normal long- 
run trend, then they may decide not to take chances on investment at 
inflated levels even though consumption at the moment is fairly high. 
Thus a depression may ensue even though there is in the first instance 
plenty of purchasing power flying around. We can turn this analysis 
upside down. During a depression, if wages and prices are falling, 
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businessmen may come to the conclusion that the price level is far too 
low relative to their expectation of long-run values. The effect of such 
a conviction will be to lead them to go ahead with investment plans 
in order to take advantage of the bargains which the depression offers. 
Thus a wage cut can have a direct effect upon the marginal efficiency of 
capital and need not operate merely through the long and clumsy 
method of the wealth effect. 

“But,” you will say, “how can we be sure that any of these things are 
going to happen? How can we know that these new inventions, new 
products, reactions to customary exp*ctations, and so on are going 
to take place?” Well, I would counter with another question and I 
would say, ‘““How can you be sure that such new products, such changes, 
such shifts, are not going to happen? How can you be certain that 
some new invention is not going to upset your parameters?” And I do 
not believe my question is easily answered either. We have here the 
econometrician’s great problem. And we see that for any practical 
purposes, one has to combine the theoretical, mathematical analysis 
with a fairly specific almost “hunch” method, based upon practical 
intuition, of the social variables of a given state of affairs including 
even such mundane features as the type of credit available, say 
“equity” versus “debt,” beside more esoteric points. 

My analysis is often interpreted as meaning that I say that such 
things as secular stagnation are impossible. Far from it! It seems to 
me that secular stagnation is not only possible but even likely. But the 
conditions which might induce stagnation, as I see them, relate almost 
exclusively to shifts in the political and social attitudes of the people. 
If tremendous emphasis is placed upon the ex ante guarantee of sta- 
bility, if every group within the economy insists upon its right to an 
uninterrupted job routine, if we raise our children, as we seem to be 
increasingly trying to do, with the idea that it is wrong to try to achieve 
or excel or wrong to indulge in risk, adventure, or ambition, then all 
these forces operating together will give us a sort of Roman economy. 
Such growth as there will be would then comé along lines similar to 
the great amphitheaters and colonnades which the emperors con- 
structed to occupy the unemployed. But I do not believe that there is 
any inherent mechanical reason why the capitalist economic process 
should come to an end merely because of some purely “economic” 
saturation. I cannot any more than Keynes conceive of the possibility 
of a “saturation” of wants. For his “solving of the economic problem” 
was merciy a tricky piece of semantics relative to the quality of wants. 
What I can conceive of is a society in which in order to protect each 
individual group general wants are allowed to go unsatisfied. 

Thus, as I see it, the economics of the future must show a division 
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of labor. There is plenty of work for the statistician and the econome- 
trician. I do think that there are probably subordinate regularities in 
economic life based upon parameters the reason for which we know 
very little about. My colleague, Dr. Vining, has spoken of some of 
these in an earlier session of this convention. But we cannot rely upon 
these mathematical uniformities and mathematical manipulations to 
do the whole job. As G. K. Chesterton has put it, the trouble is not that 
life is wholly irrational or wholly rational. The trouble is that it is 
almost rational and then leaps wildly about. If we are to avoid laying 
ourselves open to Lytton Strachey’s sarcasm regarding “the extreme 
innocence of a child and a mathematician,” we have also got to have 
on hand, working with us in our econometric work, men who are well 
versed in the financial, historical, ethnological, anthropological, and 
cultural functioning of our society. They, by their knowledge, may be 
able to suggest to the econometrician possible shifts in the basic data 
which he considers and which he, left alone, might forget. I do not, to 
be sure, believe that, even taken together, econometrics and social 
philosophy will ever give us a fully determinate social world. But 
after all, think what a dull world that would be. 
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DISCUSSION 


Matcotm C. Urqunart: Professors Domar and Wright agree that the 
theoretical analysis of economic growth may be in part carried out by 
econometric analysis and in part by a nonmathematical study of the social 
setting. Professor Domar seems to place more faith in the possibilities of 
econometric analysis than Professor Wright does. Some of the difference in 
emphasis, as reflected in these papers, is merely indicative of the different 
questions that are being dealt with. In large measure it appears that Professor 
Wright is asking questions of the type: what set of social institutions, using 
the term in a broad sense, will provide the conditions most conducive to 
economic growth and in what way? While Professor Domar asks more 
specific questions such as: what is the optimum rate of economic growth (pre- 
sumably with given social institutions or with such moderate changes in 
institutions as have small effect on economic behavior) ? 

Some of the difference, however, appears to be due to divergent beliefs 
respecting the persistence in regularities in measurable economic behavior. 
Thus Professor Wright is skeptical of the durability of many quantitative 
parameters in a changing social setting. He would give first place to considera- 
tion of those unmeasured matters that concern our social institutions and 
attitudes of mind. He would then supplement this with those functional 
relationships of which the parameters will stand up through time. On the 
other hand, Professor Domar has more faith either in the durability of 
economic action within moderately different social settings, or perhaps in 
the social setting itself. He would begin by trying to obtain—perhaps in 
stochastic form, though he does not say—a wider range of quantitative re- 
lationships. He would then make allowance in the resulting analysis for 
these things that cannot be measured or expressed in mathematical func- 
tional form. Both approaches would be analytical in nature. 

Related to this difference in view, it may be well to inquire about the uses 
of growth theories before going on to a more specific discussion of the two 
papers. They largely concern long-term developments. Their main use is 
probably for purposes of public policy though undoubtedly individual busi- 
nesses would like to obtain any predictive knowledge that would bear on 
their own circumstances. If the theories are for public policy, it is doubtful 
whether they should be expected to provide exact predictions of what' will 
happen ten or fifteen or fifty years hence, with a view to governments taking 
immediate specific economic action of the kind that involves a bit more of 
this and a bit less of that. Rather they must be for formulation of general 
policies that will be conducive to growth and the effective use of available 
capacity. As an illustration, we might take their bearing on the size of the 
public debt. A debt that appeared unmanageable in a stationary economy 
might assume quite different proportions in a growing one. And it would not 
necessarily require knowledge of a specific rate of growth to decide whether 
the debt could be handled or not. 
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Shorter term prediction, requiring more exact estimates, is quite another 
thing with which we are not concerned here. For intermediate periods it may 
be desirable to make more exact estimates of certain elements of growth 
such as the size of the labor force and such matters. 

That growth theories will not provide us with exact long-term estimates 
does not mean there is no room for econometric analysis in developing the 
theory. Such analysis will provide, to the extent it can be used, not a model 
for exact prediction, but a better understanding of the relative forces in the 
economy and some indication of their relative effects in the future. 

Turning now more specifically to Professor Wright’s paper, I will con- 
centrate on what appears to be the core of the argument. It is that the values 
of many of the parameters obtainable in quantitative analysis are ephemeral 
—-that since they depend on a changing social setting, they are themselves 
subject to unpredictable change. In particular, expectations play a large part 
and “such phenomena as expectations are furthermore clearly a part of the 
social setting and of sociology, not to be readily analyzed in econometric 
terms.” 

Now it must be admitted that the social conditions within an economy 
provide a framework or background which will make a great difference to 
the way in which the individuals in that economy will behave. Certainly the 
social institutions of medieval Europe, or, say, of India today, provide a 
very different setting to that of the United States. And, undoubtedly, it would 
be true that any parameters calculated on the basis of behavior in the 
United States would not apply in either of those economies. Such differences 
in institutions cannot be treated in quantitative form, Yet having admitted 
this much freely, one can point to evidence that, with a given social setting, 
there may be a regularity of human behavior on the average that makes it 
possible to obtain a very substantial measure of cause and effect. The extent 
to which these relationships are useful depends, first, on the extent to which 
the social setting in which they will be applied changes and, second, on the 
degree to which moderate changes in the social setting affect the above- 
mentioned regularities. My own view is that the effects of the social changes 
that have taken place are frequently outweighed by the regularities and that 
the milieu in which the decision-making units operate is sufficiently constant 
that many parameters are reasonably persistent. To take one example let us 
consider the consumption function which Professor Wright mentions. Even 
if current consumption is linearly related only to current disposable income 
the consumption function has been fairly reliable. For even when the 
divergences were greatest the percentage deviation was small. True, greater 
precision is desirable but what we have already is useful and it is possible 
it may be greatly improved by changing the form of the function or by 
adding variables, such as assets or rate of growth of income and the like. 
Further work on aggregating from individual behavior may also be helpful 
in our revision. 

Again, Professor Wright criticizes the use of fixed capital coefficients in 
production in considering inducements to invest. This is a simplifying device 
which may be useful at times. But when it loses its usefulness, there is no 


\ 
> 
| 
' 
| 
j 
i 


THE THEORETICAL ANALYSIS OF ECONOMIC GROWTH—DISCUSSION 505 


need that the assumption be retained. Other variables may be added or 
allowance may be made directly for some variation in capital coefficients. 
To take an example from agriculture, the use of agricultural machinery de- 
pends not only on the general level of agricultural production but also upon 
the relative cost of farm labor, the cost of tractor fuel relative to feed costs 
for horses, and the like. It must be admitted that we have not yet gone 
very far in determining what the relevant variables are. But we have made 
considerable improvements in recent years and even though we may not 
ever be able to isolate all factors affecting the demand for capital goods we 
may be able to narrow the unexplained area. 

One more comment may be added on what Professor Wright has said 
about expectations, which of course play a dominant part in economic 
decision making. Here it would seem one might distinguish between the 
effects on expectations of the present and past economic situation and the 
effects of changes in the social setting. While we cannot measure the in- 
tensity or nature of expectations directly, we can perhaps obtain some idea 
of the effects of particular economic situations on expectations from the 
decisions we see being made in given circumstances. Perhaps what we can 
learn from those observations will help throw light on the effects of changes 
in the social setting itself on expectations, the type of expectation to which 
Professor Wright was referring. 

Having said the foregoing I would like to make it clear that I do not feel 
that we can come up with nearly all the answers by econometric analysis. 
Not only is there the problem that Professor Wright raises—a problem 
which is much more serious for long-term matters such as we are considering 
than for short-term events—but there is also lack of empirical data, the fact 
that our attempts at measuring may take us into incomprehensible complexity, 
and that we have little in the way of theory about technological change and 
so forth. I am more sanguine than he, however, about the contribution that 
quantitative analysis can make, not so much for exact forecasting, but to 
give us a better understanding of the relevant forces in economic change. 

If the foregoing is correct, then there is room for work with models which 
involve obtaining quantitative relationships. The specific model Professor 
Domar discusses does not appear to be designed to develop a basic theory 
of economic growth. But it illustrates a way in which some of the knowledge 
we have already or may attain may be put to use. As more knowledge is 
gained about things such as, for instance, the factors affecting technological 
change, it can be improved. This improvement involves obtaining more and 
more basic parameters. Thus Professor Domar must assume some kind of 
a rate of change in average productivity of capital. If it were possible— 
he would be a hardy soul who would predict when it will be—it would be 
desirable to break down the factors affecting the productivity of capital into 
the influence of the quantity of capital relative to other factors and the in- 
fluence of technological change. If these two could be separated, predictive 
value could be increased even though technological change may itself depend 
on the rate of capital accumulation. For instance, it might be possible then 
to throw light on Professor Domar’s query about whether a rate of use of 
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30 or 40 per cent of national income for capital creation would lead to a 
substantially different trend in the average productivity of capital than a 
rate of 10 per cent. Professor Domar’s suggestion that the quantity of capital 
in use and average productivities should be broken down by industries is a 
step of this kind. 

Perhaps before we go much further in trying to develop comprehensive 
theories, we should try to obtain a better understanding of subsections within 
the economy. For example, further exploration of the part that demand has 
played in economic growth might be made. As per capita income has in- 
creased, relative demand has shifted away from agricultural to other prod- 
ucts. Since the factors of production are combined in substantially different 
proportions in agriculture than in other activities, this relative shift must 
have had an important effect on relative factor prices and hence on economic 
action. It is also associated with urbanization which has profound influences 
on the structure of the economy. Further shifts of population from farm to 
city of the same relative magnitude as in the past cannot be expected simply 
because there are not the numbers of people left on farms to move. What are 
the implications of this for economic growth and can it be taken into account 
in our predictions? We can probably take account of many of these things 
without making the analysis too complicated. 

In deriving our theory or theories, one might question whether the tools 
of analysis that have been developed in the past do require the amount of 
revision that Professor Domar envisages. Perhaps when one is dealing with 
theories of growth, the main need is that they be applied in a different way. 
Thus when we are interested in economic behavior in a particular year, 
surely the stock of capital can be pretty well taken as given in that year. If 
we are interested in a ten-year period, however, such is not the case; the 
capital stock in the tenth year may differ substantially from that in the first 
year. Similarly, for some purposes equilibrium analysis of the static type—a 
different thing from the theory of a stationary economy—may be very il- 
luminating. Comparative statics applied to historical data, which in its very 
name implies change, can contribute to the understanding of change. Fre- 
quently, of course, it may be necessary to take more explicit account of 
dynamic influences. But even if one goes farther in developing dynamic 
models, the properties of the latter often depend on assumptions made about 
static equilibrium positions. 

In the undeveloped state of growth theury, there appears to be ample 
room for many different types of approach to the problem. When the time 
arrives to develop a more comprehensive and integrated theory, they may 
all make some contribution to the final product. 
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GENERAL FACTORS IN ECONOMIC GROWTH 
IN THE UNITED STATES 


PROPORTION OF CAPITAL FORMATION TO 
NATIONAL PRODUCT 


By Simon Kuznets 
University of Pennsylvania 


I. The Average Level 


The proportion of net capital formation (which includes net addi- 
tions to construction, producers’ durable equipment, inventories, and 
claims against foreign countries) to national income (or net national 
product, the two terms being interchangeable here) averages, for totals 
in current prices, about 13 per cent for 1869-1928. If we include the 
following decades of depression, war, and the few postwar years 
through 1948, the average drops to about 12 per cent. For totals in 
1929 prices, the percentages are 14 for 1869-1928 and 12 for 1869-1948. 

What factors explain this secular level of the rate of national saving? 
Why has it averaged 12 to 14 rather than 25 or 5 per cent? In attempt- 
ing to answer this question, let me first set aside the periods when the 
war emergency and its immediate aftermath dominated the economy 
and impressed upon it a pattern of expenditures and capital formation 
dictated largely by noneconomic factors. 

In groping for an answer to the question for the economy in peace- 
time, my first attempt was to link it with the technologically determined 
ratio of capital to output and with the rate of growth in the latter. 
Assume that for product A, the technologically necessary ratio of 
reproducible capital to annual net output (the latter as measured in 
national income calculations; i.e., net income originating) is, say, 4 to 
1. Assume further that the rate of growth in net output represented by 
product A is 3 per cent per year. If the ratio of capital to net output is 
constant, a 3 per cent rate of growth in the latter would require that 
12 per cent of net output be set aside annually for the necessary in- 
crease in the capital stock. Extension of this illustration to the economy 
as a whole yields an equation that relates the share of capital formation 
in national product to the nation-wide ratio of reproducible capital to 
annual product and to the rate of growth in the latter. And indeed the 
statistical series provide a rough check. For 1869-1938, the average 
rate of growth in net national product in 1929 prices was about 3.6 
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per cent per year; the ratio of reproducible wealth to national income, 
also in 1929 prices, ranged from 3 to almost 4 to 1. If we set the latter 
at about 3.5 to 1 and multiply it by 3.6, the annual rate of growth, we 
get an average proportion of net capital formation to national product 
(in 1929 prices) of 12.6 per cent—somewhat short of the true aver- 
age of 14 per cent because the calculation does not allow for the 
effects of the increase that occurred in the nation-wide ratio of capital 
to net output. 

But this linking of the three variables would explain the secular 
proportion of capital formation to national product only if the latter 
were treated as the dependent and the capital-output ratio and the rate 
of growth in output as independent variables. It is difficult to do so. The 
rate of growth in national output can perhaps qualify partly as an in- 
dependent variable; of the 3.6 per cent of growth per year, almost 
half is associated with growth in population and can be treated as 
partly independent of the rate of capital formation in the economy. 
Yet growth of national product per capita, even if viewed only as a 
factor in the expectations of entrepreneurs making decisions concerning 
capital formation, is surely not independent of the rate of capital ac- 
cumulation. The growth in capital and maintenance of some ratio of 
capital per worker are important factors in raising output per worker, 
and thus per capita. Hence, if we try to explain a 14 per cent rate of 
real national savings by say a 1.8 per cent annual rate of increase in 
national product per capita, we shall only be running around in circles. 
The case for treating the capital-output ratio as independent of and 
determining the proportion of capital formation to national product is 
still weaker. Even for a single product, the ratio of capital stock to 
output is not rigidly determined by purely technological necessities. 
The variety of devices available for economizing capital, affecting its 
ratio to output, and the variety of methods, with differing capital 
intensity, for producing the same good, strongly suggest that even for 
a single product, the choice among technological possibilities involving 
different ratios of capital stock to annual output is influenced by avail- 
ability and cost of capital funds. For the economy as a whole, in which 
there is a complex composite of production processes with widely 
different capital-output ratios, there surely is no technologically in- 
violable level of the ratio that is independent of the capacity of the 
economy to generate savings and that, in some sense, determines the 
national rate of saving. Indeed, one can argue, at least as a working 
hypothesis, that the opposite relation holds: that the rate of savings 
determines possible capital investment and in the long run the capital- 
output ratio. This hypothesis is confirmed by the impression that a 
large stock of potential technological change and of corresponding 
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capital investment has always been at hand, certainly during the last 
century; and that one of the limiting factors was the amount of savings 
which the economy was prepared to generate. Surely, there was nothing 
in the technological realm that could have prevented, with different 
conditions in the supply of savings, a ratio of reproducible capital to 
annual output of 5 to 1 or, for that matter, of 2 to 1. 

There may have been factors on the capital-use rather than the sav- 
ings side that could have kept down the past rate of capital formation. 
Scarcity of entrepreneurial ability may have limited the volume of 
capital-demanding innovations, the terms being used here in the sense in 
which Schumpeter’s theory emphasizes them; and if so, the proportion 
of capital formation to national product may have been kept down by 
limitations on the investment rather than on the savings side. One 
could also argue that such scarcity of entrepreneurial ability was due, 
in part, to increasing difficulty of carrying innovations to the phase of 
mass production, requiring large capital investments, because of the 
widening sphere of monopolistic restrictions and of the very increase 
in scale of operation in many sectors of the economy. But tangible 
evidence to support such a conclusion is hard to come by; and the 
emergence and rapid growth of new industries throughout the period 
hardly suggest a record in which limitations of entrepreneurial drive 
were a long-term factor. Without denying the possibility that some 
factors on the capital-using side may have contributed, I am inclined 
to place more emphasis on the savings side—in the belief that what- 
ever forces have limited the long-term level of the capital formation 
proportions, they are more likely to be found in the patterns of savings 
than in the drives and opportunities for capital investment. 

Savings for capital investment are generated by persons, either 
as ultimate consumers or as entrepreneurs; by corporations, in the 
form of undistributed profits; and by governments when they use 
current revenues to pay for additions to their capital goods. The major 
source of savings was individuals, although we should note that for 
periods free from the huge government deficits associated with war and 
the depression of the thirties savings by individuals accounted for only 
about seven-tenths of total savings, two-tenths being accounted for by 
corporate savings, and one-tenth by government savings.’ If we make 
rough allowances for exclusion of corporate and government savings 
from national product and for the difference between total income re- 
ceived by individuals and disposable income (i.e., direct taxes), the 
secular level of the savings rate for individuals approximates 10 per 

* These percentages are based upon Raymond W. Goldsmith’s annual estimates of savings 
since 1897, resulting from the detailed study which he is completing under the auspices of 


the Life Insurance Association of America. I am greatly indebted to Dr. Goldsmith for 
permission to use them. 
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cent; and it is this rate that we must explain.’ 

Clearly, any explanation is partly conjecture; but even that is 
important if it focuses attention on factors in capital formation that 
have been neglected in recent discussion. The conjecture relates to 
factors that set a level of “rational saving” for those groups of indi- 
viduals who, since they are not at the top of the income pyramid, have 
to balance savings against current expenditures; and to the factors 
that limit the contribution to national savings of those who, because 
they are at the very top, are “automatic” savers. For obvious reasons, 
I would hesitate to draw a hard and fast line between the two groups. 

In the case of the hypothetical rational saver, we have to consider 
that: savings materialize only through part of working life, allowance 
being necessary for years of unemployment, early years of training, and 
some years of semiretirement; the major purpose of saving is to provide 
security at the end of the working life, with allowance for the motive 
of transmitting some capital to children; the desire to save is under 
continuous pressure from the expenditure side, part of expenditures— 
in some periods substantial—being in the nature of investment (e.g., 
education of children, self-education, maintenance of standards con- 
ducive to assurance of income status or increase, etc.). 

In order to convey orders of magnitude, let us set the savings period 
at twenty-five out of a total working life of forty years; assume that 
in the remaining fifteen years occasional savings are offset by dissavings 
so that the balance is zero; and further assume that a cumulated sav- 
ings total sufficient to assure about 50 per cent of the level of expendi- 
tures during the savings period of twenty-five years is the goal. We 
can then derive savings-income ratios required under conditions of 
cumulation and yield associated with different interest rates. If, for 
simplicity, we assume that the annual income is constant during the 
savings lifetime of twenty-five years, at a 6 per cent rate of interest 
(used for both the cumulation of savings and the expected yield) the 
average savings for the twenty-five year period should be roughly 
13 per cent of income to yield a perpetual annuity equal to half of the 
unit’s annual consumption during its active, saving lifetime. A savings 
rate of 13 per cent for twenty-five years would mean a rate of only 
about 8 per cent for the full forty-year period if we assume a constant 

* There is little difficulty in accounting for the limited capacity of corporations and 
governments to generate savings that would constitute a substantial proportion of national 
income. In an economy in which corporations are under pressure by stockholders for dis- 
tribution of income, and may depend upen the latter for their access to capital markets, 
and in which accumulation of earned surpluses may become a basis for special taxation or 
pressure for wage raises, etc., large undistributed profits are unlikely—even if earning 
conditions permit. The capacity of government, in a truly democratic society, to use 
taxes and current revenue to finance capital formation is also obviously limited—however 


large such capacity may seem in authoritarian states, or can be even in our country in 
some phases of an emergency period. 
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average income over the full forty-year period; it would, however, be 
somewhat higher if we are more realistic and allow for a lower average 
income for the fifteen nonsaving years. At a 3 per cent rate of return 
under the same assumptions, the savings-income rate for the twenty- 
five year savings period would be somewhat over 30 per cent and for 
the full forty-year period of working life of about 18-20 per cent. 

The reasoning is familiar, following lines pursued in the discussions 
of the interest rate by Cassel and Irving Fisher. The figures can of 
course be modified in a variety of ways. For example, we could assume 
that the goal involves a cumulated savings total that would permit 
consumption expenditures upon retirement of more than half of those 
made during the positive savings lifetime, but with the proviso that 
part of the accumulated savings total would be consumed prior to 
death. In this case the savings rate during the savings lifetime would 
be higher; but it would be offset over the total lifetime of the individual 
(as an independent economic unit; i.e., beginning with his separation 
from the economic unit represented by his parents) by dissavings after 
retirement. The point of these illustrative figures is that if we agree 
on the nature of the basic assumptions, viz., that the rational purpose 
of savings is security after retirement and that the positive savings life- 
time is appreciably shorter than the total working lifetime, the average 
savings-income rate for the total working lifetime is fairly moderate— 
within a range of 10 to 20 per cent, these being closer to maximum than 
to minimum security goals. Over the total lifetime of an individual as 
an independent unit, the savings-income rate would be even lower; it 
would be reduced by absence of savings in the retirement years or by 
dissavings (if the latter are permitted by assumption). 

Another way of lending plausibility to these limits set by a hypo- 
thetically calculated rational need for savings by nonautomatic savers 
is to glance briefly at the recent observations of the savings process 
made under the auspices of the Federal Reserve Board by the Survey 
Research Center at the University of Michigan. For the five years 
1946-50, the ratio of net savings (a balance of savings and dissavings) 
to total income shown by the sample data varied from 12 to 5 per 
cent, averaging about 8 per cent (arithmetic mean of annual percent- 
ages). On the average, somewhat over 70 per cent of total income 
yielded positive savings and the savings-income rate for the positive 
savers averaged as high as 21 per cent. An average of about 27 per 
cent of all income yielded negative savings and the dissavings-income 
rate averaged about 25 per cent. The point of these figures is that the 
average net savings rate of about 8 per cent was only four-tenths of 
the average savings rate of 21 per cent for positive savers; that a 
substantial proportion of income and units that yield dissavings is a 
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secular characteristic of the income distribution and of the savings 
process; and that while the proportions of dissavings cited for 1946-50 
may have been particularly high, they might have been quite substantial 
also over the long period since 1869. It follows that an average rate of 
10 per cent of net savings to income may have meant a 20 per cent 
savings rate for the positive savers through their savings lifetime— 
a figure that is near the upper range of the illustrative example. 

Little of the above discussion applies to people at the top of the 
income pyramid, who need not plan for retirement and who, despite 
high levels of consumption expenditures, can, and automatically do, 
save large proportions of their current income. The savings of this 
group obviously raised the past level of the country-wide rate of savings 
by individuals and rational savers did not in fact attain the 10 per 
cent rate. The pertinent question here is: What limited the contribution 
of this top group of automatic savers and the level of the national rate 
of savings? More precisely, what limited the income share of this top 
group, for it is the limitation of its income share that sets limits on 
its contribution to total savings by individuals? 

The answer seems to me to lie largely in the dynamic character of 
the economy. Rapid growth in total income and shifts in its structure 
make it difficult for any individual and his successors to retain, let 
alone raise, a high relative position (i.e., a large share) in the distribu- 
tion-of-wealth pyramid. The large incomes with which we are con- 
cerned here can arise only out of large holdings of property; the size 
and number of large incomes received in return for services are neces- 
sarily quite limited. Yet large holdings of property, even if we disregard 
the inheritance tax (which was not effective in this country until after 
World War I), can grow in relative importance only if an individual 
and his successors manage somehow to associate themselves with a 
succession of rising industries. But today’s captains of industry are 
not the sons of yesterday’s captains of industry, or the fathers of 
tomorrow’s. The families in this country who made their money in 
real estate and furs are not the ones who made it in coal, iron, and 
railroads; and the latter are not the ones who made their money in oil, 
automobiles, and chemicals. This change in the identity of entrepre- 
neurs connected with the successively emerging and growing industries 
and, by the same token, sources of large wealth—a characteristic not 
uncommon in the historical process of innovation and change in general 
—means that wealth does not cumulate in the same hands; and in a 
dynamic economy, wealth that does not grow rapidly enough, recedes 
in relative importance. It is this discontinuity in the accumulation of 
wealth, even though we need not accept the extreme popular statement 
of the thesis (from shirtsleeves to shirtsleeves in three generations), 
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that limits the inequality in distribution of wealth, the inequality in 
distribution of income, and the extent to which the high savings rate of 
the top income group can raise the nation-wide rate of savings by 
individuals. 

The analysis here obviously does not go far enough, since it only 
outlines the main forces that limit the savings rate of individuals below 
the top income group and that limit the inequality in income distribu- 
tion; i.e., the income and savings shares of the top group. Indeed, 
complete understanding of the savings process cannot be attained 
without examination of expenditures and attention to the pressures 
exerted on the income recipient to spend rather than save. There is 
no place here for such analysis. We probably have already spent too 
much effort upon what may be a rather obvious fact; viz., that the 
savings rate of individuals is limited to about 10 per cent. But the 
obvious is not necessarily the most easily explained; and I have at- 
tempted to answer the question because my initial impression was 
that the savings proportion was low. Since the rate of growth of income 
per capita in this country was about 20 per cent per decade (in constant 
prices) and the absolute level of per capita income was quite high 
compared with that in other countries (including the most advanced), 
I was puzzled by the failure of the economy to attain a much higher 
rate of saving. After all, our predecessors were not exactly starving, 
and the population of, say, 1910 could have lived on the per capita 
expenditures of the population of 1890. If they had, the savings rate 
about 1910 would have been 40 per cent (derived by comparing 
consumer expenditures per capita in 1884-93 with national income 
per capita in 1904-13, both figures in 1929 prices). It is against this 
background of a rapidly growing economy, with decisions on expendi- 
tures and savings largely in the hands of individuals, that it seemed 
necessary at least to suggest the limits that were imposed on the 
savings rate, on the one hand, by calculating the need for savings 
over the lifetime of an individual and, on the other, by stating the 
limitation on inequality in distribution of income which kept down the 
contribution of the automatic savers. 


II. Secular Trend in the Proportion of Capital Formation 


To establish the secular trend in the share of capital formation in 
national product is not easy. The period covered by our estimates, long 
as it is, is affected in the early decades by reconstruction after the 
Civil War and in the recent decades by the unusually severe depression 
of the thirties, a major war, and its immediate aftermath. To add to 
the troubles, construction accounts for a major part of capital forma- 
tion; and residential and related construction—a dominant part of 
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the construction component—is subject to long swings averaging eigh- 
teen years in duration—which complicate the task of ascertaining the 
underlying secular movements. We must, therefore, pick our way with 
care and can state our conclusions only tentatively. 

Table 1 presents averages of percentage shares of capital formation 
in national product, calculated as arithmetic means of shares for the 
overlapping decades. In Panel I, we deal with the sixty years from 1869 
to 1928 and with two groups of decades, covering thirty years each. 
In Panel II, we extend the period through 1938 and subdivide the 
decades into three groups, one decade being repeated from group to 
group. In Panel III, we extend the period further through 1948, using 
estimates that include durable war goods (military construction and 
munitions) and that involve a high depreciation rate on this war 


component. 


TABLE 1 


PERCENTAGE SHARES OF CAPITAL FORMATION IN NATIONAL Propuct, Gross AND NET, 
AVERAGES FoR GROUPS OF OVERLAPPING DrcapEs* 


Gross CAPITAL Net CAPITAL Capita, CoNsuMPTION, 
PERIOD ForMATION IN Gross FORMATION IN NET 1929 PRICES, IN 
COVERED BY NATIONAL PropucT NATIONAL Propuct Gross Gross 


OVERLAPPING 1929 1929 CapITAL NATIONAL 
DECADES CURRENT PRICES CURRENT Prices FoRMATION Propvuci 


(1) (2) (5) (6) 


I 1869-1928 
1869-1898 20.0 22.8 
1899-1928 21.4 


II 1869-1938 
1869-1898 22.8 
1889-1918 22.6 
1909-1938 18.9 


Ill 1869-1948 
1869-1898 38 
1894-1923 0 
1919-1948 3 


* Based on estimates in National Product Since 1869 (N.B.E.R., 1946), brought up to 
date and with minor revisions in the estimates of net change in foreign claims. 


The general conclusions may be summarized as follows: 

1. The share of gross capital formation in gross national product 
does not exhibit any marked trend over the period. For totals in 1929 
prices, it does decline somewhat, but the declines shown are not always 
revealed in the share for the totals in current prices; and the changes 
in general are too slight to be significant, considering the crudity of the 
estimates. 

2. There is a perceptible decline in the share of net capital forma- 
tion in net national product. This decline is quite prominent for totals in 
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13.5 15.2 30.2 9.0 
12.2 12.2 48.9 10.5 
13.5 15.2 39.2 9.0 
13.1 14.1 43.5 9.8 
9.2 8.5 62.4 11.3 
i 13.5 15.2 39.2 9.0 
12.9 13.3 46.1 10.1 
9.4 6.8 68.5 12.2 


ECONOMIC GROWTH IN THE UNITED STATES 515 


constant prices, the average dropping from 15 per cent in 1869-98 to 
12 in 1899-1928, and even more as the period is extended. For totals 
in current prices, the share also declines—even in the comparison 
that ends in 1928, before the 1930 depression and the war and its 
aftermath. 

3. The preceding conclusions are confirmed by the percentage shares 
for single decades. That for gross capital formation in national product 
rises slightly from the beginning of the period to the end of the nine- 
teenth century and then declines—but the movements are so slight 
that they are virtually eliminated when averaged for Table 1. The 
movements are much more prominent in the share of net capital forma- 
tion in national product. Thus for totals in 1929 prices, it rises from 
14.0 per cent in the first decade (1869-78) to 16.3 in 1889-98 and then 
drops to 10.6 per cent in 1919-28; for totals in current prices, the 
share for the same decades is 12.4, 14.1, and 11.4 per cent respectively. 
We thus get the impression of a perceptible rise from 1869 to 1878 to 
the end of the century and a marked drop thereafter. It should be 
noted here too that the decline in the share of net capital formation in 
net national product—from a quarter to a third of the end of the nine- 
teenth century rate—is manifest in 1919-28, before the impact of 
the 1930 depression. 

4. The divergent trends in the shares of gross and of net capital 
formation in national product obviously mean a rising trend in the 
ratio of capital consumption to national product and to gross capital 
formation. The proportion of capital consumption to gross national 
product, for totals in 1929 prices, increases from about 9 per cent at 
the beginning of the period to well over 10 in the first three decades 
of the present century and to over 11 for 1909-38. Likewise, the pro- 
portion of capital consumption to gross capital formation which was 
about four-tenths in the nineteenth century increased to almost one- 
half in 1899-1928 and to over six-tenths in 1909-38. 

Two implications of these conclusions deserve note. First, an in- 
creasing share of capital consumption in gross national product (and 
hence also in net) in and of itself might make a decreasing rate of 
net capital formation technologically feasible. Our estimates of capital 
consumption are essentially measures of capital replacement in constant 
prices, but they do not allow for the increasing productive efficiency per 
constant dollar unit. The $100 spent in 1920 on a replacement for a 
tool, even though adjusted for changes in general purchasing power, 
will buy a more efficient tool than could be bought with the same 
money a decade or two earlier. Output can therefore increase with 
relatively less net capital formation if the capital consumption that is 
replaced each year forms an increasing proportion of gross and net 
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national product. Hence, from the standpoint of technological needs, 
an increasing proportion of capital consumption to national product 
is consistent with a declining trend in the ratio of net capital formation 
to national product. However, technological necessities are subordinate 
to constraints imposed by social and economic patterns; and the major 
explanation of any trend in the ratio of net capital formation to na- 
tional product must lie in the expenditure and savings patterns of 
individuals. 

The second implication bears upon the possible causes of this rise 
in the proportion of capital consumption to national product; if calcu- 
lated as a proportion to net national product the rise would be even 
more striking. Such an increase can be due to one or both of the follow- 
ing factors: the ratio of the stock of durable depreciable capital to 
national product may have increased; the average life of durable de- 
preciable capital may have decreased, resulting in a higher annual 
depreciation or consumption rate. The latter may in turn be due either 
to a shorter life for one and the same type of durable capital or to a 
shift in the composition of the total stock toward shorter-lived com- 
ponents. Brief examination of the evidence, of which only a summary 
is given in Table 2 (of interest in many other respects), indicates that 
all these factors were involved. 


Table 2 shows, for totals in 1929 prices, average shares of various 
components of capital formation in national product. The components 
distinguished are construction, producers’ durable equipment, and the 
total of net changes in inventories and in claims against foreign 


TABLE 2 


PERCENTAGE SHARES OF CAPITAL FORMATION, BY THREE MAjor CATEGORIES, IN NATIONAL 
Propuct, Gross AND Net, AVERAGES For Groups or OvERLAPPING DeEcapEs* 


Pertops CoveRED BY OVERLAPPING DECADES 
CATEGORIES 1869-98 1899-1928 1869-98 1889-1918 1909-38 
(1) (2) (3) (4) (5) 
Gross, 1929 Prices 
(in Gross National Product) 


Construction 

Producers’ durable 

Inventories and foreign claims 
Total 


Net, 1929 Prices 

(in Net National Product) 

Construction 

Producers’ durable 

Inventories and foreign claims 

Total 

Average % change for 

decade, population 


* For sources see note to Table 1. 


H 
| 
’ 15.1 12.0 15.1 14.4 9.9 
5.1 6.7 5.1 6.1 6.7 
2.6 2.7 2.6 2.1 2.3 
22.8 214 22.8 22.6 18.9 
10.2 6.6 10.2 94 4.1 
2.2 2.6 2.2 2.3 18 
23 3.0 2.8 24 2.6 
15.2 12.2 15.2 14.1 8.5 
11.7 8.5 11.7 9.6 6.6 
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countries. The latter combination was used to reduce detail and to 
obviate difficulties with negative entries which occur for each sepa- 
rately, particularly in estimates for single decades. 

The first conclusion drawn from Table 2 is that the secular decline 
observed in the share of capital formation in national product is ac- 
counted for almost exclusively by construction. In both gross and net 
totals, the decline in the proportion of construction to national product 
is the most prominent. The shares of producers’ durable equipment 
and of the combined net additions to inventories and to foreign claims 
tend to rise when the 1930 decade is omitted. 

This immediately suggests that the rise in the share of capital forma- 
tion, particularly net, to a peak in the mid-1890’s and the marked 
decline since that time, even by 1919-28, are also due largely to con- 
struction. The movement of the shares for single decades fully con- 
firms this expectation. To take the proportions that show the more 
marked swing, those of net capital formation to national product in 
1929 prices: the total share rises from 14.0 per cent in 1869-78 to 16.3 
in 1889-98, and declines to 10.6 per cent in 1919-28; the share of net 
construction rises from 8.1 to 12.9 per cent and declines to 5.0; the 
share of producers’ durable equipment for the same three decades is 
2.1, 1.6, and 2.3 per cent; and that of the combined net additions to 


inventories and foreign claims is 3.8, 1.7, and 3.3 per cent. In short, 
it is the swings and trends in relative importance of construction that 
determine the swings and trends in the share of capital formation in 
national product. The rise to the mid-1890’s in the former significantly 
parallels the upward phase of the residential construction cycle whose 
trough was in the 1874-83 decade.* 

The evidence in Table 2 supported by the estimates for single 


* The residential construction cycle reached a peak in the late 1880's or early 1890's, a 
trough to the end of the century, and another pre-World War I peak toward the end of 
the first decade of the twentieth century. See Clarence D. Long, Building Cycles and the 
Theory of Investment (Princeton, 1940), Table 10, p. 135. Our estimates for the share of 
net or gross construction indicated a peak in the early 1890’s and another in the 1904-13 
decade—in clear agreement with the established dates of the cycles in residential con- 
struction. 

Corroboration of our main results is provided by the census of wealth data (see Na- 
tional Product since 1869, N.B.E.R., 1946, Table IV, a, p. 194). The net change in the 
improvements and equipment total, as reported in the census and reduced to 1929 prices, 
amounted to 56.3 or 56.2 billion dollars (depending upon the price adjustment base used), 
or 12.7 per cent of total net national product for 1880-1900. Net change in the improve- 
ments and equipment total for 1900-22 amounted to 69.6 or 80.5 billion dollars, or 6.5 
or 7.5.per cent of net national income for that period. The decline in the ratio of net 
capital formation to national income between 1880 and 1900 and 1900 and 1922 is thus 
clearly indicated also by the wealth estimates. 

However, the wealth totals suggest a decline in the shares in national income of both 
construction and producers’ durable equipment. The decline in the latter may be largely 
due to the exclusion from wealth figures of military equipment in the hands of govern- 
ment. The main shortage of net change in wealth figures on equipment compared with the 
flow estimates is during the war decade, 1912-22. 
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decades suggests why the ratio of capital consumption to national 
product increased. A high and rising share of capital formation in 
national product from the 1870’s to the mid- or early 1890’s meant an 
increasing ratio of durable depreciable capital to national product, 
gross and net. When the proportion of capital formation in net na- 
tional product began to decline and the ratio of durable depreciable 
capital to national product was stabilized or also declined, the increased 
importance of producers’ durable equipment in the total stock of durable 
and depreciable capital began to operate. The fact that producers’ dur- 
able equipment continued to account for a stable or rising proportion of 
national product whereas that of construction declined meant that pro- 
ducers’ equipment with its average life of thirteen years (assigned in our 
estimates ) began to loom larger compared wit:: the stock of construction 
with its average life of fifty years. Unfortunately, both life spans were, 
for lack of information, kept constant throughout the period; and the 
estimates do not allow for the effects of a possibly shortened life for 
either construction or equipment. 

For the reasons just indicated, the proportion of capital consumption 
to gross national product (both in 1929 prices) rises from a trough of 
8.2 per cent in 1879-88 to 11.2 per cent in 1919-28. Subsequently, the 
very retardation in the growth of gross national product, associated 
with the thirties’ depression, raises the percentage to about 12 in 1929- 
38; and the further reduction of the average life span of durable 
capital associated with the high depreciation rate for war goods raises 
it further to over 15 in 1939-48. 

One might argue that the observed trend in the proportion of net 
capital formation to national income is, according to Table 2, largely 
explained by the decline in the share of construction in national prod- 
uct. The latter in turn is associated partly with retardation in the 
growth of population and its effects on residential construction and 
partly with the slowing down of the construction program of public 
utilities, which contributed heavily to the level of capital formation in 
the last quarter of the nineteenth century. This indeed is the approach 
that Professor Hansen stressed so much in his writings, without empha- 
sizing, however, that the decline in the ratio of net capital formation to 
national income began early in the twentieth century and was already 
marked by 1919-28. But this explanation seems to me to neglect the 
basic factors involved, because of my impression that the long-term 
supply of savings, not the long-term demand for capital investment, 
was of dominating importance. In this connection it is of especial 
interest to note that during the nineteenth century, at least, rises in the 
share of construction in national product tended to be accompanied 
by declines in the shares of producers’ durable equipment and other 
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capital formation components. Thus when the share of net construc- 
tion, in 1929 prices, rose from 7.9 per cent in 1874-83 to 12.9 in 
1889-98, the share of producers’ durable equipment declined from 2.7 
to 1.6 per cent and that of net additions to inventories and foreign 
claims from 4.5 to 1.7 per cent. This inverse pattern of changes in 
shares of capital formation components strongly suggests some limit 
to the share of total capital formation. And in line with our earlier 
discussion, we may well ask why, when the share of some construction 
components in national product declined, the slack was not taken up 
by corresponding increases in the shares of other components of capital 
formation. The answer again seems to lie in the conditions that governed 
the supply of savings, largely by individuals. We must now consider 
the implications of the long-term changes in the proportion of capital 
formation to national product for savings-income ratios of individuals. 


III. Implications for Trends in the Savings-Income 
Ratio for Individuals 


Here we are concerned with the totals in current prices, for periods 
when war did not affect the disposition of individuals’ income between 
consumer expenditures and savings. The movements of major interest 
are, therefore, the rise in the share of net capital formation from 12.4 
per cent of national income in 1869-78 to 14.6 per cent in 1894-1903, 
and the decline to 11.4 per cent in 1919-28. That the decline was sharply 
accelerated in the decades affected by the 1930 depression needs no 
explanation; nor is it surprising that there was a recovery during 
decades affected by the war. 

In interpreting these figures in terms of savings by individuals, we 
should emphasize the point already noted: that except during wars and 
other periods of substantial government deficits, individuals’ savings 
account for only part of capital formation. This is important because 
one should immediately ask whether the rise in the share of net capital 
formation to the end of the nineteenth century can be interpreted as a 
rise in the savings-income ratio for individuals. 

My answer would tend to be in the negative, although unfortunately 
I have no data with which to make an adequate check. The share of 
corporations in total economic activity must have increased sub- 
stantially between 1869 and 1900—both because of their expansion in 
such sectors as mining, manufacturing, and trade, and because of the 
growth in relative importance of public utilities organized in corpora- 
tions from the start. It was also a period of rapid urbanization and of 
a rising share of local and federal governments—the sectors most likely 
to accumulate capital partly out of taxes. All this should have meant 
a rapid rise in the share of total capital formation financed either out 


4 
] 


520 AMERICAN ECONOMIC ASSOCIATION 


of undistributed profits of corporations or out of current revenues by 
governments. A reasonable allowance for such a trend would wipe out 
completely any rise in the savings-income ratio for individuals that 
might be suggested by the rise in the ratio of net capital formation to 
national income. Thus if in 1894-1903 the proportion of net capital 
formation financed out of corporate savings or government revenues 
was about one-quarter, the net savings-income ratio for individuals in 
that decade was 14.6 X 0.75, or 10.95, divided by income received by 
individuals (100 — 3.65), or 11.4 per cent. If we assume that in 
1869-78 only one-tenth of net capital formation was financed out of 
corporate savings and government revenue, the savings rate for indi- 
viduals becomes 12.4 X 0.9 divided by 100 — 1.24, or 11.3 per cent. 
Obviously, we cannot infer any rise in the savings-income ratio for 
individuals between 1869-78 and 1894-1903; if there was a rise, it 
would have been too small to be recorded by our estimates, and for all 
we know, there might have even been a small decline.‘ 

By contrast, the proportion of net capital formation to national 
product clearly suggests that after the 1890’s the savings-income ratio 
for individuals must have been lower, at least for periods free from war. 
In 1904-13, the proportion of net capital formation to national product 
was down to 11.6 per cent, and it was no greater than that during the 
twenties. It is difficult to characterize this change as a continuous trend. 
During World War I and even more during World War II, the propor- 
tion increased, and, much more important, the individuals’ savings rate 
shot up and compensated for government deficits (i.e., was used in 
large part to finance war expenditures and capital formation associ- 
ated therewith). But we can state that: (a) the proportion of net 
capital formation to national income was lower in the twentieth century 


*One might add that the shift in the proportions away from unincorporated business 
and toward corporations is much more than merely a formal change in statistical cate- 
gories. If the decline in the share of unincorporated business is due to a greater growth 
of sectors which, by their nature, are not and cannot be organized as individual pro- 
prietorships (e.g., government or public utilities), there is no actual transfer of assets or 
income from individual entrepreneurs to nonindividual entities; and the increased share 
of the latter in financing capital formation does mean a genuine decrease in shares of 
capital formation financed by individuals and hence bears upon the savings-income ratios 
for the latter. Likewise, if an individual proprietor sells his assets to a corporation which 
pays for it out of undistributed profits (rather than out of savings by other individuals), 
there is a displacement of individuals’ by corporate savings; and if the individuals’ 
assets are purchased by the corporation using savings of other individuals, there is never- 
theless a shift which spells for the future a genuine change in the area over which savings 
decisions by individuals as ultimate consumers can hold sway. Only in cases where an 
individual proprietor incorporates himself and continues to run his business for all intents 
and purposes as before, does the shift mean merely a change in form. But considering the 
limited number of business corporations in the United States relative to the huge number 
of individual proprietors even today—let alone in earlier days—this form and source of 
the shift, and to that extent of the trend, seem to me proportionately quite small. 
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than in the last three decades of the nineteenth; (5) for nonwar 
periods, the share of net capital formation financed out of corporate 
savings and government revenues must have been higher during the 
twentieth than during the nineteenth century; (c) it follows that the 
savings-income ratio for individuals must have been significantly lower 
during the nonwar periods of the twentieth century than in the last 
quarter of the nineteenth century. If the savings rate for individuals in 
the last quarter of the nineteenth century was 11 to 12 per cent, during 
the twentieth century it probably was less than 9 per cent (12 X 0.7 
divided by 100 — 3.6). The difference and the decline might well have 
been greater. 

Before suggesting explanations for this decline in the savings rate 
by individuals, let me note that a calculation for individuals’ gross 
savings (i.e., before allowance for depreciation) would yield similar 
results. The proportion of capital consumption accounted for by de- 
preciation chargeable to corporations and government is much greater 
than the share of the latter in financing net capital formation; and the 
sheer increase of the proportion of capital consumption to gross capital 
formation would mean an increase of the share in the latter financed by 
corporations and government. Hence, even though the proportion of 
gross capital formation to gross national product was relatively con- 
stant through the period, the share of gross savings accounted for by 
individuals must still have declined substantially—partly because the 
share of capital consumption in gross capital formation increased and 
partly because of the growth of corporations and government. Hence, 
here too, one would infer a decline between the last quarter of the 
nineteenth century and the nonwar periods of the twentieth century, in 
the ratio of gross savings to income of individuals. 

A downward trend should have been expected as a result of the 
shifts in the composition of the population. The movement from the 
countryside to the cities and within the urban population to the larger 
centers should have, other conditions being equal, lowered the savings 
rate of individuals, since at the same level of monetary income per 
capita, the savings rate is lower in the small city than on the farm, and 
even lower in the metropolis. Likewise, the shift within the economi- 
cally active population from individual entrepreneur to employee status 
should have reduced the savings-income rate—since savings incentives 
are much stronger for individual entrepreneurs than for employees 
who can invest in the future through expenditures on education and the 
like. Unless one argues that within each group the savings-income ratio 
tended to increase as per capita income rose over time, a hypothesis 
difficult to defend, the shift in the composition of the income earning 
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and saving population should have depressed the over-all savings- 
income rate.° 

Indeed, what is to be explained is not so much that the savings- 
income rate for individuals in the twentieth century was lower than in 
the last quarter of the nineteenth, but that it failed to decline during 
the last three decades of the nineteenth century. What were the factors 
that permitted the economy to generate an increasing rate of savings 
for individuals from 1869-78 to the end of the century, making possible 
not only the maintenance but even a rise in the proportion of net 
capital formation to national income? Was increased inequality in dis- 
tribution of income a possible reason for an increased savings-income 
rate for individuals? The share of property income in total income, so 
far as one can judge from the exceedingly crude estimates available, 
failed to rise from 1869-78 to the end of the century. (See National 
Income, A Summary of Findings, N.B.E.R., 1946, Table 15, page 50.) 
On that basis alone, there is no evidence. 

However there are several items that suggest that inequality in dis- 
tribution of income may well have increased during the last three 
decades of the nineteenth century. First, the proportion of the unem- 
ployed to the total labor force was quite high in the last decade of the 
century, declined thereafter, and did not reach similar levels until the 


thirties. If we extrapolate recent estimates of unemployment by those 
of Paul Douglas in his Real Wages in the United States (Houghton 
Mifflin, 1930, Tables 163 and 177), the results suggest that the un- 
employed were over 12 per cent of the total labor force in 1889-98 and 
about 10 per cent in 1894-1903, whereas they were about 5 per cent in 
the first decade of this century and about 8 per cent in 1919-28. Sub- 


*In his stimulating analysis in Income, Savings and the Theory of Consumer Behavior 
(Harvard University Press, 1949), James Duesenberry deals with the factor of urbaniza- 
tion and estimates the effect of the shift from farms to cities, concluding that over a 
period of fifty years it “cannot have accounted for more than a 1 per cent change in 
saving” (p. 62). However, Mr. Duesenberry does not take account of the effects of shifts 
within the urban population from smaller to larger cities; nor of the changing distribution 
of family units by size, toward the smaller family; nor of the shift from entrepreneurial 
to employee status. All these shifts tended to lower the savings rate for individuals (see 
in this connection Table 12 in “Shares of Upper Income Groups in Income and Savings,” 
Occasional Paper 35, N.B.E.R., 1950, p. 31). Nor is Duesenberry’s analysis of the impact 
of new products acceptable, limited as it is to a consideration of the share of consumer 
durable commodities. 

The contrast between the cross-section association of income-differences with propor- 
tions spent or saved and the association between secular movements in income levels and 
proportions devoted to expenditures or savings has been, quite unwarrantedly, treated 
as a puzzle. For that reason, efforts have been expended on formalistic models that would 
explain away the puzzle rather than on empirically grounded analysis of the factors that 
governed the secular movements in income, consumption, and savings. The general answer 
to the question as to why savings-income ratios failed to rise with the secular rise in real 
income per capita is quite simple: because the whole pattern of economic and social life 
changed. The important task is to distinguish the major components of this cha.uge and 
to measure their relative weight, in their impact on the consumption-savings patterns. 
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stantial unemployment means substantial inequality in the distribution 
of income. 

Second, inequality between farm and urban incomes must have 
increased because of the greater decline of agricultural prices in the 
downswing from the 1870’s to the 1890’s. Robert F. Martin’s esti- 
mates show that the share of agriculture in aggregate payments 
dropped from 20.5 in 1869-79 to 16.7 per cent in 1899-1908. Over the 
same period, the percentages of farm population in the total declined 
from 73.0 (average for 1870 and 1880) to 62.6 (average for 1890 and 
1900). The ratio of the income share to the population share dropped 
from 0.281 to 0.267, indicating a worsening of the position of farm 
population relative to nonfarm. True, the estimates refer to income 
from agriculture, not total income of farm population; but it is unlikely 
that the supplementary incomes of farmers grew more than proportion- 
ately to their incomes from agriculture. Furthermore, whereas the 
proportion of farm population continues to decline after 1900, the 
share of agriculture in aggregate payments does not, declining sub- 
stantially only in 1919-28. The relative lowering of the per capita in- 
come of the farm population suggests increased inequality in distribu- 
tion of income since per capita income of farm population is, on the 
average, appreciably lower than that of nonfarm population, 

Third, the corporation and particularly the trust and combination 
movement, most vigorous in the period from 1870 to 1900, resulted 
in substantial capital gains to the people who were already at or near 
the top of the income pyramid. These capital gains are not included in 
income and do not directly modify inequality in the size distribution. 
But after the capital gains took the form of say a block of securities, 
the gainer was entitled to draw an appreciably larger share of property 
income than previously. Although the share of property income in 
aggregate income receipts may have remained constant, the distribu- 
tion of property holdings, and hence of property income, may well have 
become more unequal. 

None of these items of evidence is, in and of itself, conclusive. But, 
in combination, they lend credibility to the hypothesis that the dis- 
tribution of income by size became more unequal between the 1870’s 
and the last decade of the nineteenth century. The cessation of all 
these processes—the reversal of the longer term price trends, the reduc- 
tion in relative unemployment, and the material deceleration of the 
trust and combination movement—meant that in the twentieth century 
increasing inequality in the distribution of income by size no longer 
operated to offset the depressive effects on the savings-income ratio for 
individuals of the shifts in the social and economic structure of the 
population. 
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We must also consider the rapid growth of real income per capita. 
While, in general, consumption levels adjust themselves to rising in- 
comes, an unusually rapid rate of growth in the latter might result in a 
lag in this secular adjustment and a higher rate of savings—tempo- 
rarily until the adjustment in consumption is completed. Per capita 
income, in 1929 prices, increased from $216 in 1869-78 to $406 in 
1894-1903, almost doubling in twenty-five years; the rise to $612 in 
1919-28, the next twenty-five year period, unaffected by the depression 
of the thirties, was only about 50 per cent. If we discard the 1869-78 
level as possibly underestimated because of shortages in the 1870 
censuses, the rise from $326 per capita in 1879-88 to $462 in 1899- 
1908, or about four-tenths in twenty years, is still significantly larger 
than the subsequent rise to $612 in 1919-28, or about three-tenths in the 
next twenty years. Unfortunately, we do not know enough about the 
rate at which consumption adjusts itself to income increases to be able 
to ascribe much significance to the association suggested. The per 
capita figures do, however, demonstrate that the inequality in distribu- 
tion of income by size increased, if it did, concurrently with a sub- 
stantial rise in per capita income (and not with a decline, as is the case 
in cyclical depressions); and under these conditions such increased 
inequality would tend to raise the savings rate or prevent its being 
depressed by other secular shifts. 


IV. Summary 


The conclusions of the discussion above should be viewed as fortified 
suggestions rather than fully tested inferences—largely because the 
questions raised and particularly the answers advanced ramify into 
wide realms of the economic and social system of the country in its 
growth since the 1870’s. There is much still to be studied in this wide 
area; and the current inquiry at the National Bureau on trends and 
prospects in capital formation and financing in this country, initiated 
in mid-1950 at the behest of the Life Insurance Association of America, 
involves, in addition to other tasks, a closer re-examination of the 
secular movements in capital formation and its components in relation 
to national product. In a sense, therefore, this paper is an interim re- 
port, and its conclusions are necessarily subject to amplification and 
partial revision. 

But as far as the presently available data and analysis reach out, 
the following major conclusions emerge from the brief review of the 
decade estimates for 1869-1948: 

1. The secular ratio of capital formation to national product has 
been moderate, judging by the proportion that would have been per- 
mitted by the rate of increase in real product per capita and the high 
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level of per capita income as compared with that in other countries. The 
explanation lies in the relatively moderate ratio of savings to income of 
individuals, whose savings constitute the major source of financing 
capital formation. This role of the savings rate by individuals as 
apparently limiting the secular proportion of capital formation to na- 
tional product is traceable to the pressure of consumer demand upon 
incomes of groups below the top of the income pyramid and to the 
limited fraction of their incomes required for building up minimum 
reserves for economic security; and to the restrictions which the very 
dynamism of our economy imposed upon the concentration in the 
holdings of income yielding property, a major factor in determining the 
shares in total income received by the top groups whose savings are 
automatic and for whom the savings-income ratios are high. 

2. The proportion of gross capital formation to gross national 
product fails to exhibit any significant trend, even though there is some 
indication of a secular decline in the ratios for totals in constant (1929) 
prices. By contrast, the proportion of net capital formation to net 
national product (national income) shows a perceptible secular decline, 
discernible against the background of long, twenty-year swings, in that 
proportion. Another trend, associated with the two just noted, is the 
increase in the proportion of capital consumption to either gross or net 
capital formation or to gross or net national product. 

3. Of the several components of capita! formation, it is construction 
whose proportion to national product (either gross construction to 
GNP, or net construction to national income) shows a distinct down- 
ward trend. The proportion of other components, particularly pro- 
ducers’ durable equipment, rises over time. 

In this connection, the long-term swings in the rate of increase of 
both capital formation and of other components of national product 
are of particular interest. Closer examination of them and a further 
breakdown of construction between residential and others, promises 
more light not only on the interrelation of investment, consumption, 
and total product in the process of economic growth, but also on the 
varying severity of business cycles. 

4. Judging by the movements of the proportion of capital formation 
to national product, the ratio of savings to income for individuals de- 
clined, as between the last quarter of the nineteenth century and the 
twentieth century—even if we consider in the latter only the peacetime 
periods and exclude the severe depression of the thirties. Thus, with 
a marked secular rise in income per capita, the savings-income ratio 
for individuals appears to have sustained a secular decline—whether 
we deal with net savings and income or with savings and income gross 
of consumption of consumer capital (i.e., mainly residential housing). 
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5. The secular decline in the savings-income ratio for individuals 
reflects the increased pressure of consumer demand; and is clearly 
associated with shifts of population from countryside to the cities, from 
individual entrepreneur to employee status, with the impact of new 
consumer goods, and, in recent years, also with changes in the distribu- 
tion of disposable income by size. Here, again, further examination of 
the components of consumer expenditures, distribution of income by 
size, and the changed pattern of life are called for. 

These and other conclusions suggested in the course of the discussion 
tend to stress the importance—at least for analysis of the country’s 
economic growth—of greater emphasis upon and attention to consump- 
tion-saving patterns of the individuals and families who comprise our 
society; and of the basic characteristics of our social and economic 
organization that seem to allow much more play to consumer sov- 
ereignty than the recent economic literature, with its emphasis on 
entrepreneurial decisions on investment, conveys. 
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SECULAR CHANGES IN THE DISTRIBUTION OF INCOME’ 


By Grorrrey H. Moore 
National Bureau of Economic Research 


In that fabulous year, 1929, 513 individuals reported to the Bureau 
of Internal Revenue that their incomes had exceeded 1 million dollars. 
The average income of this group was about 2.5 million; federal income 
taxes reduced the figure to a little more than 2 million. In the aggregate, 
these 513 received more than a billion dollars net of taxes, or about 
1.5 per cent of the national total of income receipts by individuals after 
taxes. 

By 1939, some newcomers had no doubt been added to this fra- 
ternity, but most of the oldtimers had departed. Instead of 513, only 
44 individuals reported incomes in excess of 1 million dollars, their 
average income before taxes had declined by 15 per cent, to about 2 
million dollars, and their average income after taxes was less than half 
what it had been for the 1929 group, roughly 1 million dollars. Instead 
of 1.5 per cent, this top income group got 1/20 of 1 per cent of the 
national total after taxes in 1939; their number was far smaller, and 
each received a smaller amount on the average. 

How has the picture changed since 1939? The latest data indicate 
we have not gone back to 1929, despite inflation; nor is the millionaire 
extinct. In the 1948 returns, 149 persons reported incomes above a 
million a year, and they received a quarter of a billion dollars’ in- 
come in the aggregate. But their average income both before and 
after taxes was less than the corresponding 1939 figure; after taxes 
the average was a mere $700,000. Though the group was several times 
larger than in 1939, their aggregate income after taxes was still only 
about 1/20 of 1 per cent of the national total. To put it differently, in 
the late forties, a person who achieved the millionaire income class 
might expect to take about three years to make the same income after 

* This paper is based largely on the work of various members of the National Bureau 
staff. It takes its cue from Arthur Burns’s annual report for 1950, Looking Forward, and 
utilizes particularly Simon Kuznets’ study, Shares of Upper Income Groups in Income and 
Savings, on which a preliminary report was published in 1950 as Occasional Paper 35 (the 
full study is now in press). I have also drawn upon Daniel Creamer’s investigation of per- 
sonal income during business cycles, and to a lesser extent upon several other National 
Bureau studies. I am indebted to Florence Robinson and Elizabeth Jenks for statistical 
assistance, to H. Irving Forman for the charts, and to Drs. Burns, Kuznets, Frederick C. 


Mills, Leo Wolman, and Thomas Atkinson for their helpful comments on an earlier draft 
of the paper. 
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taxes that he might have made in one year in the late twenties. And far 
fewer people were getting into this class than formerly.” 

The end of the twenties marked a turning point in the structure of the 
income distribution. At that time relative income inequality was about 
as great as at any earlier time for which we have adequate records. 
During the first few years of the Great Depression, a complex set of 
changes apparently diminished income inequality sharply at the upper 
end of the scale of incomes but increased it at the lower end. Hence we 
cannot give an unequivocal answer to the question whether the late 
twenties or the early thirties marked the all-time peak in income in- 
equality. But it is clear that since then income inequality has dimin- 
ished to previously unrecorded levels. One of the heritages of the Great 
Depression and especially of World War II is an altogether new dis- 
tribution of income by size. 

For our knowledge and understanding of this matter, we are largely 
indebted to Simon Kuznets, who recently completed a monumental 
book on the size distribution of income. What I propose to do in this 
paper is to review some of the findings of this work so far as they bear 
on recent trends and try to interpret them in the light of other knowl- 
edge concerning the way incomes originate. 


I 


It is necessary first to have some notion of the sort of conceptual 
apparatus Kuznets uses to measure changes in the distribution of in- 
come, No field, I think, is more beset with traps for the unwary than 
this, and lack of attention to the measuring apparatus will cause as 
much trouble to the income analyst as a dirty test tube to a chemist. 

Kuznets’ basic method is to take the information on incomes of 
upper income groups compiled from their tax returns and reported 
by income classes in Statistics of Income and compare these incomes 
with the aggregate income received by the whole population. The in- 
come unit reported is a tax return, but Kuznets converts the aggregate 
income reported in a given class of tax returns to a per capita basis by 
dividing by the number of individuals covered by the returns; i.e., the 
income recipients and their dependents. Then he arrays these classes by 
their per capita income, finds the point in this array above which a 
given percentage, say 1 per cent, of the whole population lies, and 
computes the percentage that their aggregate income is of the total in- 

*Tax returns were classified by net income in 1929 and 1939 but by adjusted gross 
income in 1948. We have adjusted the 1929 and 1939 aggregate figures for the top income 
class to put them on a comparable, adjusted gross income basis but cannot reclassify the 
returns on this basis. If we could, some additional returns would no doubt be included 


in the million dollar and over class in 1929 and 1939, since adjusted gross exceeds net in- 
come. Hence the decline in this class to 1948 is understated by our figures. 
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come of the whole population. Of course, the occupants of this upper 1 
per cent stratum do not stay put. The aggregate income for the group 
does not refer to the same people in different years, especially when 
the years are far apart. The upper 1 per center who “loses his shirt” 
loses his position in the array, also, and his income shows up some- 
where else. This feature of the data is sometimes an annoying complica- 
tion, sometimes an unmitigated blessing, but it should not be lost sight 
of. 

Kuznets finds, for example, that the upper 1 per cent group received 
10 per cent of total income in 1943; that the upper 5 per cent received 
21 per cent; and so on. He could not go very far down the income scale 
in most years, because few people in the lower brackets had to pay 
income taxes and hence did not report their incomes. But the level of 
income above which 5 per cent, or even 1 per cent, of the population 
lies is lower than one might think; in recent years the lower limit of 
per capita income for the top 1 per cent has been about $5,000 and for 
the top 5 per cent about $2,000. Of course, $5,000 per capita for a 
family of three is $15,000, but clearly the upper 1 per cent group is not 
limited to the fabulously rich. Even the average per capita income 
of the top 1 per cent is not much more than comfortable—about 
$12,000 in recent years. Still, it is much more comfortable than the 
per capita average for the remaining 99 per cent, which has been run- 
ning at about $1,300 per year. 

Kuznets’ data, covering the period 1913 to 1948, may be analyzed 
in various ways. If, in order to discern trends, we consider only years 
of relatively high income (1913, 1920, 1929, 1939, and 1948), we can 
divide the thirty-five year period into a seven-year interval spanning 
World War I, nine years covering the booming twenties, ten years bridg- 
ing the Great Depression, and nine years that brought with them World 
War II and inflation.’ In three of these intervals, the average per capita 
incomes of the upper 1 per cent and the remaining 99 per cent of the 
population both rose; in 1929-39 they both fell (Table 1). Each time, 
in terms of dollar amounts, the upper group gained or lost a great deal 
more per capita than the lower. 

Taking the period as a whole, the average per capita income for the 
upper group rose from $5,700 in 1913 to $12,500 in 1948, a gain of 
$6,800; the average for the lower 99 per cent rose from about $300 to 
$1,300, a gain of only $1,000. Nevertheless, relatively the gain was 
much larger for the lower group; that is, the mass of the population. 

*The year 1939 was not a year of peak income; 1937 would qualify better in this re- 
spect, though not in any long-run sense. But we use 1939 since aggregate income was nearly 
as high then as in 1937, and 1939 is a better dividing date between the Great Depression 


and World War II. In any case, we must observe that single years do not provide wholly 
trustworthy basing points from which to measure trends. 
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TABLE 1 
CHANGES IN THE OF LycomeE, 1913-48 


to StH 
Top PER- LowER LOWER Torat Cost-or-Livinc 
1% CENTAGE 5% 99% Poputa- INDEX 
BAND (1935-39: 100) 


Per Capita INcoME in DOLLARS 
1913 
1920 
1929 
1939 
1948 oe 3,650* 1,172* 1,272* 


PERCENTAGE CHANGE 
1913-20 
1920-29 
1929-39 
1939-48 


1913-29 
1929-48 


PERCENTAGE SHARES 
In Country-wide Incomet 
1913 n.a. n.a. 100.0 
1920 i 12.1 74.2 ; 100.0 
1929 14.7 68.1 100.0 
1939 14.8 71.9 100.0 
1948 10.5* 80.4* 100.0 


Source: Simon Kuznets, Shares of Upper Income Groups in Income and Savings (National 
Bureau of Economic Research, in press), Table 122. The concept of income used throughout 
is economic income, which does not include capital gains or losses and is before taxes. 
Figures for 1939 and 1948 are based in part on Department of Commerce data spliced to 
Kuznets’ data in 1936-38. The cost-of-living index is the Bureau of Labor Statistics’ consumers 
price index for moderate income families. 

* Estimated by extrapolating shares in “basic variant” income. 

t Because of rounding, details may not add to total. 


Their per capita income in 1948 was more than four times what it was 
in 1913, whereas the income of the upper group had little more than 
doubled. Moreover, a doubling of dollar income in this period does not 
appear to have been enough even to maintain real income; the BLS con- 
sumers’ price index in 1948 was two and a half times its 1913 level. In 
real terms, if this price index is representative, the “poor” grew richer 
and the “rich” poorer.* Certainly there was a shift towards a smaller 


*This proposition does not, of course, apply to a given set of “rich” or “poor” indi- 
viduals; the membership of both groups obviously changed in the course of thirty-five 
years. Moreover, it holds strictly only in terms of the “basket” of commodities and 
services priced by the BLS. Both the basket and the price quotations pertain to moderate 
income families in large cities; neither may be representative for other income groups. 
However, a crude reweighting of the six main subgroups of the index according to expendi- 
tures by families with incomes $10,000 and over in 1935-36 produces an index that rises 
by virtually the same percentage in 1913-48 as the BLS index. A more refined reweighting 
and, especially, the use of prices paid by upper income groups might, of course, produce 
a substantial difference. 
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relative difference: the individuals in the upper 1 per cent had an aver- 
age per capita income nearly twenty times as large as the average in 
the lower 99 per cent group in 1913 and only ten times as large in 1948. 

In only one of the intervals we have marked off did the relative gain 
by the upper group exceed that by the lower. That was 1920-29, when 
per capita incomes for the upper group rose 32 per cent and for the 
lower only 1 per cent. Indeed, if we take the lower 95 per cent of the 
population as the lower group, there was an actual decline in per capita 
income. Prices were some 15 per cent lower in 1929 than in 1920; so 
the lower group, on either definition, made a real gain, but it did not 
approach that of the upper group. It is somewhat surprising to find 
that the mass of the population did not participate to a greater extent 
in the boom of the twenties.° However, during World War I, 1913-20, 
the gains for the upper 1 per cent and lower 99 per cent were 55 per 
cent and 90 per cent, respectively; so that if we take 1913 as 
the base, the relative gain by 1929 was only slightly larger for the 
upper than for the lower group. From 1929 to 1939, the upper group 
figure declined 39 per cent and the lower group only 18 per cent. 
World War II brought the greatest contrast of all: a rise of 78 per 
cent for the upper but 174 per cent for the lower. Taking the last two 
periods together we find the income of the upper group rising only 8 
per cent from 1929 to 1948, while that of the lower group rose 124 per 
cent. 

These relative changes tell us, in effect, what happened to the per- 
centage shares of each group in the country-wide total income; the 
actual figures are given in the bottom panel of Table 1. The upper 1 per 
cent received 16 per cent of the total in 1913, 14 per cent in 1920, 17 
per cent in 1929, 13 per cent in 1939, and 9 per cent in 1948, Contrari- 
wise, the share of the lower 99 per cent rose from 84 per cent in 1913 
to 91 per cent in 1948. Two things should be noted about this. First, 
the really marked shift did not occur until the thirties and forties; only 
then did the upper groups’ income shares reach levels lower than they 
had ever reached before. Second, the shift has been a very substantial 
one. The share of the upper 1 per cent declined by 8 percentage points 
between 1929 and 1948. Under conditions of perfect equality of per 
capita income (a highly abstract concept to say the least) it could have 
declined only sixteen points (from 17 per cent to 1 per cent). Hence 
the shift was equivalent to half of the mathematically attainable maxi- 
mum. In other words, when the per capita income of the upper 1 per 
cent declined from seventeen times to nine times the average per capita 


*Some of the implications of this are stressed in a comment by Adolph Lowe in Con- 
ference on Business Cycles (National Bureau of Economic Research, 1951), pp. 222-223. 
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income of the whole population, it had moved half of the relative dis- 
tance to the mean. 

Another way of looking at the matter is to compare the actual result 
with the hypothetical results of a redistribution, not of all income, as 
implied in the preceding comparison, but only of a certain type of in- 
come. As is well known, one of the most unevenly distributed types is 
property income (dividends, interest, and rent); the ownership of 
property is much more concentrated than the receipt of income. 
Whereas the top 1 per cent group, on the average in 1919-38, received 
13 per cent of total income, they received 40 per cent of property 
income. Now suppose this property income disappeared but, by some 
magical dispensation, everything else remained the same: what effect 
would its absence have on the inequality of distribution of the re- 
mainder? If we make the calculation for the year 1929, using a con- 
cept of income that Kuznets calls the “basic variant” (the only one 
that he can subdivide by type), we find that the share of the upper 1 
per cent in total income would upon the removal of property income 
have declined from 14.7 per cent to 8.5 per cent. The startling fact is 
that this is almost precisely the level to which the share of the top 1 per 
cent in total income (basic variant) actually did decline in 1948; 
namely, 8.4 per cent. Indeed, one of the main reasons for the decline, 
as we shall see, was the marked relative reduction in property income 
between 1929 and 1948. 

All the figures cited above are for incomes before income taxes. 
Taxes, therefore, had no direct part in the shift described. But if we 
allow for taxes, the shift is greater, as we shall see. Moreover, the con- 
cept of income used does not include gains and losses from sale of 
capital assets—an item whose distributional effects we shall also con- 
sider below. 

The share of the top 1 per cent marks only one point on a Lorenz 
curve. Other points on the curve may not show the same time trend. 
Kuznets’ study provides data down to the top 5 per cent level in all 
years since 1919 and below that in years when the tax return popula- 
tion was sufficiently large. The trend in the share of the top 5 per cent 
is not widely different from that of the top 1 per cent (Chart I). How- 
ever, it is interesting to observe the slight rise in the share of the top 
5 per cent between 1929 and 1932; the sharp decline in the share of 
the top 1 per cent is counterbalanced by a marked rise in the share of 
the 2nd to 5th percentage band. This rise was reversed after 1932, 
but the decline to 1939 was not sufficient to carry the share of the 2nd 
to 5th percentage group below the 1929 level (see Table 1). Hence the 
Lorenz curves for 1929 and 1932 cross, and it seems likely that the 
curves for 1929 and 1939 also cross, showing a decline in inequal- 
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Selected Measures of Income Inequality, U.S., 1909-1950 
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ity at the upper levels, and an increase in inequality at the lower.® 
After 1939, however, the share of the 2nd to Sth percentage band de- 
clined sharply. A Lorenz curve for the entire income distribution in 
1948 would no doubt show less inequality throughout than a compara- 
ble curve for 1939.’ 

Other studies based wholly or in part on different data or techniques 
broadly support Kuznets’ results. In Chart I we have assembled some 
of the available measures of income inequality. The Pareto coefficients, 
computed by Norris O. Johnson, are based, like Kuznets’ measures, on 
income tax data, but the unit is the tax return and the country-wide 
income total does not enter the computation. The National Industrial 
Conference Board estimates of the shares of the top 10 per cent were 
derived for selected years from various sources, including tax return 
data; here the unit is the income recipient. The shares of the top 10 
per cent for 1935-36, 1941, and 1944 are based on both income tax and 
field survey data and represent distributions of money income by fami- 
lies. For more recent years, the chart records the shares reported by the 
Survey of Consumer Finances, which does not utilize tax data at all 
and reports incomes of “spending units.” The ratio of property income 
(dividends, interest, and rent) to total income has long been used 
as an indirect measure of income inequality, and the chart demon- 
strates that this use is not without justification. Comparison of Kuz- 
nets’ “economic” and “disposable” income shows the effect of includ- 
ing realized capital gains and losses and deducting federal income taxes. 
Adolph J. Goldenthal’s estimates are based on a similar concept of 
“disposable” income, but use the income recipient as the unit. 

Although the measures differ in their year-to-year movements, they 
show broadly similar long-run changes: a rise in inequality in the 
twenties, a decline in the thirties, and a further decline to new lows 
in the forties. As we shall see in the next section still other data provide 
independent evidence of the shift that has come about. 


II 


Turning now to enquire into the origin of the shift in the distribution 
of income by size, we shall concentrate on the period since 1929. Let 
us look first at the sources of income and what has happened to them. 


* Horst Mendershausen observed that Lorenz curves for 1929 and 1933 cross in this man- 
ner (Changes in Income Distribution during the Great Depression, National Bureau of 
Economic Research, 1946, Ch. 2). The Lorenz curves constructed by the National In- 
dustrial Conference Board for 1929 and 1937 cross between the points for the upper 30th 
and upper 40th percentage bands (Enterprise and Social Progress, 1939, p. 125). 

* Cf. Herman P. Miller, “Changes in Income Distribution in the United States,” Journal 
of the American Statistical Association, December, 1951, pp. 438-441. The data available 
are not sufficient to enable one to make a similar statement for 1948 versus 1929. 
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The total personal income of the population may be divided, roughly, 
into five broad types: employee compensation (that is, wages and 
salaries and supplements thereto) ; entrepreneurial income (the incomes 
of farmers and of owners of unincorporated business and professional 
enterprises); corporate dividends; interest; and rental income. The 
division is rather arbitrary, since it is based on the immediate form in 
which income is received rather than its ultimate source. Thus, for 
example, entrepreneurial income includes both labor and property in- 
come, and some income is received as dividends rather than as rent 
merely because a corporation rather than an individual owns the rented 
property. Nevertheless, the changes in these sources of income are not 
without interest (Table 2). 

On a per capita basis for the population as a whole, employee com- 
pensation increased 134 per cent between 1929 and 1948. Entre- 
preneurial income rose slightly more—145 per cent. But rental in- 
come per capita rose only 26 per cent, dividends 6 per cent, and inter- 
est payments per capita declined 21 per cent. Taking the last three 
components together as a measure of property income, we find virtually 
no change in their aggregate amount per capita between the two years. 
To put it differently, total per capita income rose from $652 in 1929 to 
$1,381 in 1948. The increase of $729 is accounted for virtually entirely 
by the advances in employee compensation, amounting to $567, and in 
entrepreneurial income, which contributed $161. The increases in rent 
and dividends accounted for $7.00 and $3.00, respectively, and these 
were nearly canceled by the decline of $9.00 in per capita receipts of 
interest. 

Obviously these striking differential changes in the sources of income 
must have had a vital influence on the incomes of individuals who were 
chiefly dependent on one or another source. And, of course, the typical 
sources of income at the upper end of the income scale are very different 
from what they are in the middle and lower brackets. In 1929, the upper 
1 per cent received 28 per cent of their aggregate income in the form of 
wages and salaries, 20 per cent as entrepreneurial income, and 52 per 
cent as property income (dividends, interest, and rent). The correspond- 
ing proportions for the upper 2nd to 7th percentage group were 58 per 
cent, 21 per cent, and 21 per cent, while the lower 93 per cent of the 
population obtained 74 per cent of their income as wages, and only 16 
per cent and 10 per cent as entrepreneurial and property income, respec- 
tively. One would therefore expect the great relative decline in property 
incomes between 1929 and 1948 to reduce the share of upper income 
groups and the corresponding relative rise in employee compensation to 
raise the share of the lower groups. Chart II shows, indeed, that this 
accounts in very large part for the shift that has taken place. (Compare 
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Income Shares of Top 1% and Lower 93% 
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also the behavior of the ratio of property income to total income in 
Chart I.) 

However, this is not the whole story. Not only have the aggregate 
amounts of the five types of income shifted relative to one another but 
the relative distribution of each type has also shifted, and shifted in 
favor of the lower income group. As Table 2 shows, for each com- 
ponent the percentage change in per capita income is smaller for the 
upper 1 per cent than for the lower 93 per cent; and the percentage 
change for the 2nd to 7th percentage band is somewhere in between 
(except in the case of rent). 

So we have two factors contributing to the decline in relative inequal- 
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TABLE 3 


Factor Prices AND EARNINGS, 1929-48 
PERCENTAGE CHANGE 
SERIES 1929 1939 1948 1929- 1939- 1929- 
39 48 48 
LABOR INCOME 
Average Hourly Earnings 
(unless otherwise specified) 
Agriculture, $ per month with- 
out board $51.00 $36.00 $124.00 -—29 +244 +4143 
Manufacturing 
Male, skilled and semiskilled, 

NICB 4 ‘ 1.567* +21 +94 +4135 
Male, unskilled, NICB ‘ . 1.227* +22 +107 +152 
All production workers, BLS : é 1.350 +12 +113 +139 
Urban wage rates, BLS, Janu- 

ary, 1941: 100 185.4f +89 
Bituminous coal mining ‘ : 1.898 +30 +114 +179 

Construction 
Skilled labor , ‘ 2.25 +6 +56 +65 
Common labor 1.350 +25 +98 +147 
Railways 

Skilled labor 1.749 +15 +56 +80 
Unskilled labor 1.003 +12 +139 +4167 
All employees 1.347 +16 +80 +109 
Annual Earnings per Employee 
Agriculture (full-time 

equivalent) 1,322 -—12 +250 +207 

Manufacturing 

Salaried officers and employees 3,973 -—18 
Wage earners 2,538 —11 +120$ 
All employees (full-time equiva- 

lent) 3,039 -—12 +123 +97 
Bituminous coal mining (full- 

time equivalent) 3,383 —7 +183 +162 
Construction (full-time equiva- 

lent) 7 3,119 -—24 +146 +86 
Railways (full-time equivalent) 7 3,577 +7 +91 +105 

Banks 
Officers (member banks) 6,425 
All other employees 

(member banks) 2,336 
All employees (full-time equiva- 

lent, all banks) ; 3,029 

Cor porate executives, 
567 companies 
Highest paid in each company 
2nd highest paid 
3rd highest paid 
All officers and directors (aggre- 

gate compensation) 

All Private Industry 
All employees (full-time 

equivalent) 

Federal Government 
Judicial branch 
Legislative branch 
Executive branch 1,800 


ENTREPRENEURIAL INCOME 

Income Per Active Proprietor 
Farms 1,018 
All nonfarm unincorporated en- 

terprises 1,684 
All unincorporated enterprises 1,327 
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SERIES 
No. 
(1) 
> (2) 
(3) 
(4) 
(5) 
(6) 
5 
(4) 
| (3) 
(9) 
(10) 
(11) 
(12) 
(13) 
(14) 
(15) 
(16) 
| (17) 
| (18) 
(19) 
(20) 
(21) 
| (22) 
(23) 
(24) 
(25) 
(26) 
(27) 
(28) 
(29) 
(30) 874 3,752 —14 +329 +269 
(31) 
1,398 3,684 -—17 +164 +119 
(32) 1,131 3,714 —-15 +228 +180 
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TaBLeE 3—Continued 
PERCENTAGE CHANGE 
SERIES 1929 1939 1948 1929- 1939- 1929- 
39 48 48 
Average Net Income of 
Nonsalaried 

Lawyers —21 +85 +47 
Physicians : —19 +168 +117 
Dentists —27 +127 +65 


DIVIDEND AND Profit RATES 

Dividend yield on stocks, 200 

corporations, percentage A 15 5.73 - +39 +65 
Dividends per $ of net worth, all 

corporations 5 : : +50 +8 
Profits per $ of net worth before 

taxes, all corporations . 5 * 7 +190 
Profits per $ of net worth, after 

taxes, all corporations +108 


INTEREST RATES 


Interest paid on time deposits, 
member banks 
Interest earned on loans out- 
standing, member banks 
Bank rates on business loans, 19 
cities 
Yields on high-grade corpora- 
tion bonds 
Yields on high-grade municipal 
bonds 
Yields on U. S. government 
bonds 
Computed average interest rate 
on outstanding U. S. public 
debt 3. —34 
Average interest charge on pri- 
vate long-term debt 4 : a. —16 


RENTS 
Index, BLS, 1935-39: 100 141.4 104.3 121.2 -26 +16 -—14 
Index, NICB, January, 1939: 
1 06.7 100.1 110.6 —6 


00 1 +10 +4 
(50) Median contract rent,$permo. 27.15tf 21.41¢f 29.33tf—21tt +37tf +8tT 


* Seven-month average. 

+ Average of April and October. 

t Data are for 1947. 

§ For 1940 to 1949. 

** Average of June, September, and December. 

+t Data are for April, 1930, April, 1940, and April, 1947. 


Sources OF DaTA For TABLE 3 


SERIES NUMBER SouRcE 
Agricultural Statistics (1950). 
, 3, 5,9, 10,11,47,49 Economic Almanac (National Industrial Conference Board, 1951). 
, 36, 43, 44, 48 Survey of Current Business, Annual Supplement, 1942 and 1951. 
The Midyear Economic Report of the President (July, 1951) and 
Handbook of Labor Statistics (Bureau of Labor Statistics, 1950). 
7,8 Engineering News-Record, April 17, 1947, and following issues. 
12,15, 16, 17,18,21,26 “National Income and Product of the United States, 1929-50” 
(1951 Supplement to Survey of Current Business). 
13, 14 Computed from Census of Manufactures, 1947. 
19, 20, 40, 41 Computed from Banking and Monetary Statistics and Federal Re- 
serve Bulletin, May, 1949. 


SERIES 
No. 
(33) 
(34) 
(35) 
(36) 
(37) 
(38) 
(39) 
(40) 
yon -10 —38 
-6 —S55 
—13 —44 
-15 —44 
(46) 
—-16 —45 
(47) 
(48) 
49 
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22, 23, 24, 25 Studies in Labor Statistics (National Industrial Conference Board, 
No. 6), “Trends in Executive Compensation.” 

27, 28,29 Computed from Statistical Abstract, 1950. 

30, 31, 32 Computed from ‘National Income and Product of the United 
States, 1929-50,” op. cit. 

33, 34, 35 Survey of Current Business, August, 1949, July, 1951, January, 1950. 

37, 38, 39 Computed by Daniel Creamer from Department of Commerce data 
on dividends and profits and Statistics of Income data on net worth 
extrapolated from 1947 to 1948 on basis of National City Bank 
sample. 

42,45 Banking and Monetary Statistics and Federal Reserve Bulletin, Febru- 
ary, 1949. 

46 Annual Report of Secretary of Treasury, 1948. 

50 Bureau of the Census, Sixteenth Census of the United States: 1940; 
Housing, Vol. Il, Part I, p. 56; Current Population Reports, Hous- 
ing, Series P-70, No. 1, October 29, 1947. 


ity between 1929 and 1948: first, a marked relative decline in property 
income, which has always been highly concentrated in the upper income 
group; second, an evening out of the distribution among different in- 
come groups of each major type of income. The two factors are not 
independent. The relative decline in property incomes must have 
tended to shift downward in the income array those who are primarily 
dependent upon property income and to shift upward those primarily 
dependent on wages or entrepreneurial income. The effect would be to 
reduce the relative inequality among different income groups of the 
distribution of property income, and this did happen. But the tendency 
also would be to increase the relative inequality among different income 
groups of the distribution of wages and entrepreneurial income. Other 
factors must have intervened to prevent this from happening. 

We can trace the line of causation back a step by examining the 
change in the structure of factor prices. Some elements in this structure 
are exhibited in Table 3. Let us note, first of all, the percentage changes 
for 1929-48 in the last column. This record shows large increases in 
wage rates and earnings per person employed and in entrepreneurial 
incomes per entrepreneur, modest changes in rental prices and dividend 
rates, and declines in interest rates. The picture is quite consistent with 
that shown by the percentage changes in per capita incomes of various 
types for the whole population in Table 2. 

Moreover, two other features of the latter table correspond with 
the evidence on factor price change. First, the larger percentage in- 
creases in per capita employee compensation for the lower income 
groups is evidently a manifestation of the pervasive tendency for wage 
rate increases in this period to be larger, percentagewise, for lower paid 
employees.* Second, one of the sources of a similar tendency towards 

*For further evidence see Frederic Meyers, “Notes on Changes in the Distribution of 
Manufacturing Wage Earners by Straight-time Hourly Earnings, 1941-48,” Review of 


Economics and Statistics, November, 1950, pp. 352-355. For a longer run view see Stanley 
Lebergott, “Wage Structures,” Review of Economics and Statistics, November, 1947, pp 
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equalization of entrepreneurial income is evidently the very rapid rise 
in the low average farm incomes per farm operator as compared to 
nonfarm business and professional incomes.’ Both of these last-men- 
tioned phenomena are post-1939 developments, as the pre- and post- 
1939 percentage changes in Table 3 reveal. The general rise in the price 
of labor relative to rates of return on property, on the other hand, was 
well under way before 1939. 

The shifts in factor prices seem, therefore, to account in large 
measure for the shift in inequality of distribution since 1929. But 
quantity changes accompanied these price shifts, and, as noted above, 
there were shifts in the position of various groups in the income array. 
For example, it seems unlikely that the reduction in inequality of 
dividend and interest receipts among different income groups was a 
price phenomenon, though it may be that in part; no doubt it largely 
reflects changes in the pattern of ownership of securities in relation 
to income. Again, in comparing 1939 with 1929 or 1948 one must take 
account of the large volume of unemployment in 1939. I shall not, how- 
ever, attempt to trace the changes in factor quantities and their relation 
to prices. Rather, I should like to conclude this brief analysis of the 
origin of the shift in the distribution of income by size by drawing your 
attention to one of the basic developments that seem to me to lie behind 
it: the change in the position of government in the American economy. 

First, let us consider taxes. As everyone knows, there has been a very 
great increase in the burden of federal income taxes. From Table 2 we 
see that the effective rate on the income of the upper 1 per cent was 
about 8.5 per cent in 1929 and 31 per cent in 1948. For the 2nd to 7th 
percentage bands the rate rose from about one-tenth of 1 per cent to 
12.5 per cent. For the lower 93 per cent the rate rose from virtually 
zero to about 5 per cent. The advance in taxes paid by the upper 1 
per cent was sufficient to convert a rise of 21 per cent in per capita 
income before taxes to a decline of 9 per cent after taxes; the effects on 


283-284; Harry Ober, “Occupational Wage Differentials, 1907-47,” Monthly Labor Review, 
August, 1948, pp. 127-134; and the report by Leo Wolman in 29th Annual Report of the 
National Bureau of Economic Research (1949), pp. 88-89. 

* Kuznets’ figures for the nonfarm population, when compared with the ones we have 
cited for the total population, show this also. The percentage changes in nonfarm entre- 
preneurial income per capita, 1929-48, for the top 1 per cent, 2nd to 7th percentage band, 
and lower 93 per cent, are +104, -+-127, +107; the last figure is much smaller than the 
corresponding figure for the lower 93 per cent of the whole population (Table 2). In 
1939-48, the shift towards equalization of the whole income distribution is appreciably 
greater when the farm population is included than when it is excluded, particularly for 
the percentiles below the top 1 per cent. For the nonfarm population, the share of the 
top 10 per cent declined from 33.0 to 25.4 per cent, between 1939 and 1948, or 7.6 points; 
for the total population, the share of the top 10 per cent declined from 34.1 to 24.8 per 
cent, or 9.3 points. In 1939, inclusion of the farm population in the country-wide distribu- 
tion increased the degree of inequality; in 1948 it diminished it. 
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the lower groups were more moderate.’ Income after taxes was more 
equally distributed than income before taxes in both years, but the 
equalizing effect was much greater in 1948 than in 1929, both because 
of the progressive nature of the tax and because of the increase in tax 
rates. 

The direct effect of increased taxes on inequality was considerable, 
but it accounts for perhaps only a fourth or a fifth of the decline in in- 
equality of income after taxes. The share of the top 1 per cent in 
income after taxes (basic variant) declined from 13.6 to 6.2 per cent 
between 1929 and 1948. If income taxes per capita had been the 
same in 1948 as in 1929, the 1948 share would have been 7.8 per cent. 
Hence, of the 7.4 point decline 1.6 points or 22 per cent was due to the 
direct effect of the increase in taxes. The share of the top 1 per cent in 
income before taxes (basic variant) declined from 14.7 to 8.4 per cent. 
It seems clear to me that the indirect impact of the high and steeply 
progressive rates that have now been in effect for a decade or more 
must be considerable, and this has no doubt operated to reduce income 
before taxes in the upper income groups. 

For example, one would expect, and I think one can find, that con- 
centration of tax-exempt securities in the hands of the upper income 
groups has become greater than when taxes were relatively low."* Since 
interest rates on these securities are lower than on most other interest- 
bearing debt instruments the effect is likely to be a reduction in interest 
income (before taxes) of the upper income groups. Again, because of 
the lower tax rates on realized capital gains than on ordinary income 
in the high brackets and because unrealized gains are not subject to 
tax, one would expect the upper income groups to convert as much as 
possible of their ordinary income into realized or unrealized capital 
gains. It is difficult to measure this statistically. In the case of realized 
capital gains the fact is that although the aggregate net amount of 


* The tax rates are computed on total income exclusive of capital gains or losses, although 
the taxes include the amounts levied on capital gains. 

Table 2 is based on Kuznets’ “basic variant” concept of income, because the distribu- 
tion by type is not available for “economic income”; hence the results are not fully con- 
sistent with those cited in Section I. The economic income variant includes some income 
items omitted in the basic variant (notably imputed rent) and incorporates several adjust- 
ments that yield more accurate estimates of the distribution of income by size. In general, the 
decline in the shares of the upper income groups since 1929 is greater in terms of economic 
income than in terms of the basic variant. 

"This is suggested quite definitely by the admittedly incomplete Statistics of Income 
data on the ownership of and interest income from tax-exempt securities. In 1929 the 
upper income groups that accounted for roughly 5 per cent of the country-wide total 
taxable interest income reported about 20 per cent of the estimated country-wide individual 
receipts of tax-exempt interest income; in 1940, the last year for which data were published, 
a similarly defined group accounted for about 27 per cent of total tax-exempt interest. 
Similar results appear from an analysis of estate tax returns by George Lent, “The Exemp- 
tion of Securities from Federal Income Taxes and its Effects on Investment” (National 
Bureau of Economic Research, manuscript). 
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gains increased between 1929 and 1946 (the latest year for which 
comparable data are available), the amounts realized by the top income 
group diminished.’* In connection with unrealized capital gains, there 
may have been a tendency, particularly in closely held corporations, to 
pay out relatively less of profits in dividends and retain more to build 
up the capital of the company and hence escape personal income taxes 
on dividends. What proportion of total undistributed corporate profits 
might justifiably be reckoned as personal income is a question to which 
there is no easy answer. It is easy, however, to allocate the full amount 
to the various income groups in proportion to their dividend receipts; 
that is, to count total corporate profits as a part of personal income 
and allocate them to stockholders in proportion to dividends. The effect 
is to reduce, but not eliminate, the tendency towards equalization of 
income between 1929 and 1948. The per capita dollar figures for allo- 
cated undistributed profits, 1929 and 1948, are: top 1 per cent, 1,670 
and 4,657; 2nd to 7th percentage band, 59 and 268; lower 93 per cent, 
3 and 26; total population, 23 and 87. 

I do not mean to suggest that the rise in undistributed profits is to 
be accounted for solely or even mainly by the rise in personal income 
tax rates, and certainly the rise in taxes has had other influences than 
those I have mentioned. One must not forget the state income taxes, 
real property taxes, estate and gift taxes, excise taxes, and even cor- 
porate income taxes. These exert their influence in many subtle ways, 
but I should be surprised if a thorough investigation did not reveal 
that their over-all tendency was to reduce income before taxes of the 
upper income groups, and by a significant amount. 

The rise in taxes is simply one facet of the growing importance of gov- 
ernment in our economy. The number of government employees is 
far larger now than in 1929, relative to total labor force. Federal, state, 
and local governments employed 7 per cent of the labor force in 1929, 
8 per cent in 1939, 12 per cent in 1948. Government wage and salary 
payments were 6 per cent of total personal income in 1929, 12 per cent 
in 1939, 9 per cent in 1948. My impression is that the growing im- 
portance of the government as an employer has an equalizing effect 
on the income distribution, insofar as there is less inequality in wages 
and salaries in the public than in the private sector. But taxes do not go 
just to pay salaries. Some are used for transfer payments, such as old 
age benefit payments or subsidies to agriculture. Here, too, I think the 

** The per capita dollar figures for the excess of gains over losses, 1929 and 1946, are: 
top 1 per cent, 2,926 and 2,233; 2nd to 7th percentage band, 18 and 195; lower 93 per 
cent, —7 and 14; total population, 24 and 47. For an analysis of the effect of changing 
tax treatment on the realization of capital gains or losses, see Lawrence H. Seltzer, Nature 


and Tax Treatment of Capital Gains and Losses (National Bureau of Economic Research, 
1951), Ch. 6, 7, and 9. 
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over-all effect is equalizing, and the trend has been upward. Govern- 
ment transfer payments were 1 per cent of personal income in 1929, 
3 per cent in 1939, 5 per cent in 1948. Finally, some of what the 
government takes in taxes is redistributed to individuals as interest 
payments. Thanks to the decline in interest rates and the large holdings 
of government bonds by banks and other business firms, government 
interest payments to individuals have remained less than 1 per cent of 
total personal income; so whether the direct effect is equalizing or the 
reverse, it is not large. However, the role of a large and growing public 
debt and an increase in government lending activities in reducing in- 
terest rates on private debt to low levels cannot be doubted,-nor can it 
be questioned that this too has been a significant equalizing factor. 

All told, government distributed about 8 per cent of personal income 
in 1929, 16 per cent in 1939, and 15 per cent in 1948. The getting and 
disbursing of nearly a sixth of total income in a peacetime year has 
important repercussions on the distribution of income by size. Add to 
that the influence of far-reaching government policies ranging from 
control over rents to the bargaining of labor with management and you 
have an institutional change of tremendous scope that goes a long way, 
I believe, to account for the “social revolution” that Dr. Kuznets’ 
figures record. 


APPENDIX 


Sources ror Cuart I 
(1) Pareto coefficients 

1914-33: Norris Johnson, “The Pareto Law,” Review of Economic Statistics, Febru- 
ary, 1937, p. 22. 

1934-48; Supplied by Mr. Johnson. 

(2) Share of top 10 per cent 

1910, 1918, 1921, 1929, 1934, 1937: National Industrial Conference Board, Enterprise 
and Social Progress (1939), p. 125. The unit is the income recipient. 

1935-36, 1941, 1944, 1947: The 1935-36 figure is based on a preliminary (unpub- 
lished) revision of the National Resources Committee’s estimates prepared by the 
staff of the OPA under the direction of Hildegarde Kneeland. The 1941, 1944, and 
1947 figures are derived from papers by Joseph Pechman and by Maurice Lieben- 
berg and Hyman Kaitz in Studies in Income and Wealth, Volume Thirteen, pp. 
204-205 and 433. All figures are for the distribution of money income by families, 
single individuals excluded. 

1945-50: Survey of Consumer Finances, Federal Reserve Bulletin, August, 1948, 
August, 1951. Figures are for the distribution of money income by “spending 
units.” 

(3) Property income as per cent of total income receipts 

1913-19, 1919-38: Simon Kuznets, op. cit., Tables 114 and 115. 

1929-50: Derived from Department of Commerce, National Income Supplement, 
July, 1947, July, 1949, and National Income, 1951 Edition, and unpublished data. 
Imputed rent is included. 

(4), (5), (6). Simon Kuznets, op. cit. Shares of upper 1 per cent 1913-18 and upper 5 
per cent 1917-18 in economic income are computed from “basic variant” spliced at 

1919; shares of upper 1 per cent and upper 5 per cent 1947-48 are computed from 

“basic variant” spliced at 1946. Disposable income is economic income inclusive of the 

excess of capital gains over losses and after federal income taxes. 

(7) Adolph J. Goldenthal, TNEC Monograph No. 4, “Concentration and Composition 

of Individual Incomes, 1918-37,” p. 60. 


THE ROLE OF PRODUCTIVITY IN ECONOMIC GROWTH 


By Freperick C. MILts 
National Bureau of Economic Research 


This paper deals with but one of the strands in the subtle and chal- 
lenging processes of economic growth. The productivity factor cannot 
be separated from other strands, nor may the consequences of pro- 
ductivity changes be clearly isolated for study. It is true, however, that 
this strand is a central one, for growth is perhaps best defined as an 
increase in the effectiveness with which available resources are utilized. 

My purposes in this paper are these: briefly to set forth certain of 
the characteristics of productivity changes in the United States over 
the last half century; to note some of the consequences of these 
changes; to comment on the part played by these changes in the general 
growth of the economy over this period. My discussion will necessarily 
be broad, with chief reference to global movements. 


I. Characteristics of Productivity Changes in the United States, 
1899-1950 


The main features of productivity change in the United States in 
recent years are familiar. I shall restrict myself to a few major aspects 
of the record.’ Three simple facts are to be noted: the productivity 
gains have been great; there has been variation from time to time in 
the rate of productivity advance in the economy at large; and there 
have been wide differences among rates of productivity change in 
different sectors of the economy. 

On the Magnitude of Productivity Gains. Productivity changes may 
be expressed in relative or in absolute terms. The familiar index of output 
per man-hour is derived from the ratio of physical output to work in- 
put. The measure of work input may be restricted to direct labor, or 
it may be comprehensive enough to cover all work entering into the 
productive process, including all the indirect labor entailed in admini- 


*I rely heavily here on detailed studies of productivity in different sectors of the na- 
tional economy made by members of the research staff of the National Bureau, on esti- 
mates of real national product and consumer expenditures made by Simon Kuznets and 
the National Income Division of the Department of Commerce, and on estimates of em- 
ployment and hours of work made by the Bureau of the Census, Clarence Long, Leo 
Wolman, and others. Some of the estimates have been extended and some have been 
modified in the course of a detailed review and appraisal of evidence bearing on produc- 
tivity changes. The nature of such modifications, and necessary qualifications, will be set 
forth in a fuller report on this study. 
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stration, the provision of power, etc., and the labor equivalent of the 
equipment used up in the productive process. It is convenient to speak 
of an index of this type as a productivity ratio. Such a measure is an index 
of unit effectiveness, defining changes in output per unit of work input 
within a plant, an industry, or the whole economy. It gives no informa- 
tion on the number of units of labor input entering into production, nor 
on the absolute magnitude of the change in output resulting from the 
change in unit efficiency. The productivity ratio may rise during a 
period of widespread unemployment and declining aggregate output; 
it may fall during a period of expanding employment and output. 

For the economy at large, the gain in output per man-hour of work 
input over the half century is measured by an index of 299 in 1950, 
on a base of 100 in 1899, Output per man-hour has been multiplied 
by three since the turn of the century. This represents a cumulative 
rate of increase of 2.2 per cent a year—a doubling every generation 
of the physical volume of goods produced by a man-hour of work. 
There have been variations in the rate of gain, but on the whole the 
record is one of cumulative advance in good times and bad. 

A measure of changes in output per man-hour is useful but incom- 
plete. What have the changes in unit efficiency meant in absolute 
amounts of goods produced? To answer this question we must seek to 
define what may be called the productivity increment. This is a meas- 
ure in absolute terms of the amount by which the aggregate output of 
a given period exceeds that which would have been produced by the 
actual work input of that period, operating with the unit efficiency of 
a specified earlier period. Its size in a given period will depend upon 
the absolute magnitudes of output and man-hours of work input in the 
two periods compared. This is the “technological margin,” the con- 
crete resultant of the technical and other changes that contribute to 
productivity gains, the substance for which producing and consuming 
groups compete. 

I should emphasize that, in its scope, the productivity increment is 
restricted to the yield of employed resources. There may be such an 
increment (as in fact there was in the thirties) during a period of 
extensive and growing unemployment. It is not in any sense a measure 
of potential or full employment output. If unit efficiency rises, there 
will be a productivity increment; if unit efficiency falls, there will be a 
decrement. But increment and decrement will be defined in absolute 
terms. 

The productivity increment is not open to unequivocal definition and 
measurement. If the productivity ratio had, in fact, remained un- 
changed between two periods the total labor input would not have 
changed just as it did. There is interaction between the two variables. 
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We face here the familiar problem of trying to deal with one variable 
in a setting, or regimen, that is itself changing. But whatever the inter- 
relations entailed, it is useful to estimate the absolute gains associated 
with a given increase in unit efficiency of labor input.” 

If estimates of productivity increments are to be reasonably realistic, 
a comparison should not cover too long a period of time. Estimates 
relating to successive decades are, I think, restrictive enough in time 
to be useful. Such estimates indicate that over the last fifty years 
increments to output, by decades, attributable to productivity advances 
over levels prevailing during preceding decades, have averaged about 
157 billions of dollars, of 1929 purchasing power, as compared with 
about 83 billions attributable to increases in labor input. These are, 
of course, estimates of aggregate gains over ten-year intervals. On an 
annual basis, but still with reference to changes over ten-year periods, 
the average increment was about 15.7 billion dollars, or $133 per capita 
of the population. 

These summary figures are given to indicate the magnitude of pro- 
ductivity advances in recent years, and over the half century. Unit 
efficiency has moved upward, with few and brief interruptions. The 
gains thus won have provided much of the substance of our economic 
growth. Here has been one of the great lifting forces of our time. 

On Variations in the Rate of Productivity Gain in the Economy at 
Large. The rate of change in productivity over the last fifty years has 
not been constant. There is evidence of cyclical variation in productiv- 
ity, with man-hour output increasing more rapidity in phases of cycli- 
cal expansion than in phases of contraction. Averages based upon 
annual data for ten peacetime cycles (war periods are omitted) indicate 
that in expansions output per man-hour has grown at about three times 
the rate prevailing in contractions. The economy as a whole seems to 
operate more effectively during periods of rising employment, advanc- 
ing ouput, and increasing use of productive capacity. 

In seeking an explanation of this apparent gain in over-all produc- 
tivity on the upswing of the cycle, we must look beyond individual 
plants, particularly individual manufacturing plants. In many such 
plants, peak efficiency may be reached, as Mitchell argued, in the lean 
months of depression, when the wastes that develop during periods of 
easy profits have been eliminated or reduced. But periods of maximum 
efficiency in the production of goods probably do not coincide with 
phases of maximum efficiency in transportation and distribution and in 

?In present estimates, I should point out, the portion of a gain attributable to inter- 
action, in the language of variance analysis, is included in the productivity increment. 
This means, in effect, that if employment and productivity are both growing between two 


periods the increase in unit efficiency is assumed to affect the activities of added members 
of the employed labor force, as well as the work of continuing members. 
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a diversity of service occupations, This was strikingly revealed in the 
war years, when productivity in railroading was sharply accelerating 
while general productivity in the economy was stationary or declining. 
There is reason, too, to believe that peak efficiency in the whole econ- 
omy will not coincide in time with modal peak efficiency among indi- 
vidual enterprises of all sorts. Aggregative efficiency would be meas- 
ured by a weighted average of individual efficiencies in all productive 
operations (the weights changing to reflect occupational and other 
shifts), and this aggregate would probably reach a peak at a time later 
than that at which the greatest number of enterprises reached peak 
efficiency. This would be the case if, in individual enterprises, declines 
from peak effectiveness in the course of a cycle were more gradual than 
rises to peak effectiveness, and this, I suspect, is the case. 

The evidence of cyclical variation in productivity is, I think, con- 
sistent enough to warrant some confidence in it, but because of the 
crudeness of the annual unit and of limitations attaching to global 
estimates of productivity it cannot be considered conclusive. In par- 
ticular, I should note that more refined measurements of productivity 
changes during business cycles would undoubtedly show variations in 
effectiveness as expansions and recessions develop. The measures here 
cited are averages for complete cyclical phases. 

Beyond the indications of cyclical movements there is evidence of 
more sustained variations in the rate of productivity change in the 
United States. Provisionally, I have identified two major periods of 
acceleration, marked by advances in man-hour output at rates well 
above the historical average, and two periods of retardation. These 
four are: acceleration, 1918 to 1924; retardation, 1924 to 1932; ac- 
celeration, 1932 to 1941; and retardation, 1941 to 1943. 

From 1918 to 1924, output per man-hour advanced at a rate ap- 
proaching 4 per cent per year—almost double the average rate for the 
half century. From 1932 to 1941 a rate in excess of 3 per cent a year 
was attained. The first of these periods followed the ending of a world 
war and spanned a period of brief but severe recession. On the whole, 
it was a period of high employment. The second period of acceleration 
began with extensive unemployment in 1932, which was slowly reduced 
during the recovery that followed. 

In the era of retardation from 1924 to 1932, the net gain in produc- 
tivity averaged less than 1 per cent a year. There appear to have been 
actual declines in man-hour productivity from 1930 to 1932 and from 
1941 to 1943. I should emphasize that estimates of output, and hence 
of productivity, covering the transitions from peace to war and from 
war to peace are less reliable than those uncomplicated by such shifts 
in regimen, 
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Evidence of variation in productivity gains is also yielded by decade 
measurements of productivity increments. Following are estimates of 
aggregate decade increments to gross national product attributable to 
advances in man-hour output over the levels of preceding decades: 


Billions of 
1929 dollars 
1901-10 84 


1911-20 97 
1921-30 215 
1931-40 134 
1941-50 256 

Largest, relatively, of all the decade increments was that won in the 
twenties, when productivity advances contributed well over 200 billions 
to real national product. This was the major factor in swelling national 
product in that decade; additions to labor input were relatively unim- 
portant, contributing about 20 billions. In the depressed thirties the 
productivity increment amounted to 134 billions, more than enough to 
offset a drop of 129 billions due to reduced labor input. The produc- 
tivity increment of 256 billions in the most recent decade was the 
largest in absolute terms, but smaller than the 396 billion dollar incre- 
ment attributable to a gain in labor input over the level of the preced- 
ing decade. 

I have not planned, in this summary paper, to discuss in detail the 
factors that determine the rate of change in productivity in the econ- 
omy at large. It is an elusive subject, and one upon which definite state- 
ments are not warranted by the present state of our knowledge. But I 
may briefly speculate on the conditions that contributed to the striking 
advance in unit efficiency that followed the first world war and con- 
tinued until about the mid-twenties. This advance is apparent not only 
in the global rate, which reached almost 4 per cent a year in this period. 
In manufacturing industries, output per man-hour increased at a rate 
of 10 per cent a year for each of the three years between 1919 and 
1922—an advance probably without precedent in our industrial his- 
tory. 

Back of these advances lay a highly favorable conjuncture of circum- 
stances. The movement toward scientific management came to first 
fruition in the industrial expansion of the early twenties. The moving 
assembly line, dramatized by Ford a few years earlier, became a stand- 
ard feature of mass production. The power available to industrial 
workers was greatly increased in amount and was made capable of flex- 
ible and convenient application. Working hours declined from fifty- 
three a week in 1914 and 1917 to an average of forty-seven in 1922. 
Occupational shifts contributed to the gain in man-hour output in the 
general economy. In the recovery that followed the readjustment after 
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World War I, the number of persons in the relatively highly paid 
tertiary occupations grew, while employment in primary and second- 
ary occupations lagged or declined. The stock of real capital per 
worker, in the form of producers’ durable equipment and industrial 
and commercial structures, stood at a relatively high level in the early 
twenties, having increased by some 40 per cent in two decades. (I have 
here made use of Dr. Raymond Goldsmith’s data on elements of esti- 
mated national wealth, in 1929 prices.) No comparable rise occurred 
during the next quarter century. Perhaps of greater importance than 
the increase in stock was the advance in the quality of capital instru- 
ments. Technological improvements, held up in the decade preceding, 
were widely adopted in the early twenties, and these were chiefly mani- 
fest in the tools of production. These several factors, with others not 
named, combined to yield a remarkable productivity gain. 

On Sector Differences in Rates of Productivity Gain. Over the thirty- 
two years from 1919 to 1950, output per man-hour in the production of 
electric light and power increased at a rate close to 7 per cent a year. 
For the same period, output per man in agriculture increased at a rate 
of 2 per cent a year. In the rather heterogeneous complex of service 
industries real returns per man-hour of effort advanced at a still lower 
rate, averaging less than 1 per cent a year. Among smaller segments of 
the economy, such as individual manufacturing industries, the range of 
difference was much greater than among major divisions. The economy 
is far from being a unit in its responses to technological improvements, 
organizational advances, capital investment, and other factors that 
influence the effectiveness of productive effort. There is, of course, a 
common fund of knowledge on which such progress is based, but oppor- 
tunities for specific applications vary widely from industry to industry, 
and the wit to take advantage of these opportunities probably varies 
still more widely. 

I shall not now discuss the implications of this notable dispersion of 
rates of productivity change, but one point is worthy of emphasis. 
Where rates of productivity gain are high one would expect to find 
ferment, with technology and rationalization providing new openings 
for enterprise, for investment, and for employment. Where the rates of 
gain are widely different—some high, some low, some negative—one 
would expect to find still greater ferment, with constantly recreated 
stimulations to shifts and redirections of effort in the use of productive 
resources, constantly created differentials offering opportunities for 
investment, profit, and employment. Productivity gains, particularly 
those that reflect technological differences, are prime dynamic factors 
in our economic life, calling for flexibility in the use of capital, labor, 
and enterprise. I shall touch again on this point. 
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II. Productivity and the Disposable Margin 


The consequences of changes in the amount of work input needed to 
produce a given volume of goods ramify widely. One may attempt to 
trace the incidence of productivity changes on a unit basis or in aggre- 
gative terms. What happens, as a result of productivity gains, to unit 
prices, labor costs, hourly wages, per capita earnings, profits—to the 
various rates that affect real returns per unit of effort expended by 
members of producing and consuming groups? Alternatively one may 
ask: What uses are made of the aggregate addition to product result- 
ing from productivity gains? At this time I deal only with the second of 
these approaches. My concern is with the relation of productivity 
changes to the margin of output above established consumption levels 
and with the uses to which this margin has been put at varying times. 
The discussion, indeed, will carry somewhat beyond issues relating to 
productivity, for the margin to which I draw attention is influenced by 
a diversity of factors of which productivity changes are but one. 

I define the amount by which the gross output of an economy in a 
given period exceeds that which would be required to maintain the per 
capita consumption level of a designated prior period as the disposable 
margin of the second period. The term “disposable” suggests two ideas: 
that some portion of the output of a given period is committed to par- 
ticular uses and that an element of choice enters into the disposition of 
what remains. For immediate purposes I am assuming that the per 
capita consumption levels achieved during a stated period—say a 
decade—tend to persist, and that demands based upon such levels have 
in some sense a first claim upon the output of a later period. Only that 
portion of the subsequent product that is left after these first claims 
have been met is disposable—is available for the raising of consump- 
tion levels, for investment in capital equipment, or for use in war or 
national defense. Such first claims are of course relinquished in periods 
of national emergency, but there is justification for the view that con- 
sumption levels are persistent, that they change slowly, and that gains 
in such levels, once realized are defended with tenacity. If this is a 
sound view, the concept of a disposable margin provides a convenient 
criterion for use in tracing changes in the uses to which accretions to 
national product are put, from time to time.° 

*T have used the term “consumption level” in the sense of J. S. Davis’ illuminating 
discussion, in his presidential address (American Economic Review, March, 1945). In 
some respects the “standard of consumption,” which means the scale desired and striven 
for, whether realized or not, would be an appropriate criterion, but available measures are 
restricted to levels of consumption actually realized. There is, moreover, justification for 
using the attained level and for viewing this as including the more tenaciously defended 
elements of a consumption standard. 


We might refine the method of estimating the disposable margin for a given period by 
using as criterion not the consumption level of the year or decade immediately preceding 
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I first use the period 1899-1914 as a standard of reference in apprais- 
ing the period 1915-50. The base period covers a decade and a half of 
fairly stable economic conditions, marked by no violent changes in 
ways of living. The given period includes ups and downs of peace and 
war, boom and depression, deflation and inflation. It is a heterogeneous 
period, but it is suggestive to set it against the background of experi- 
ence prior to the first World War. In this comparison, I cite figures in 
1929 dollars, per capita of the population. Here, again, I utilize ele- 
ments of the national product estimates of Simon Kuznets and the 
Department of Commerce. 

On the average, for each of the years from 1915 to 1950, $415 would 
have supported each member of the population at the consumption 
level of 1899-1914, Output averaged $795 per capita of the population. 
The difference, $380, is the disposable margin per head. I may interpret 
this margin in these terms: As a result, primarily, of changes in labor 
input and in man-hour productivity, each of us in this generation has 
had available for use above the pre-1914 level of consumption needs a 
sum averaging about $380 a year. The largest portion of this margin, 
$205, has been used to raise consumption levels, $115 has been used to 
maintain and expand our capital plant, while $60 has been used for 
national defense. 


but the highest consumption level previously attained. Duesenberry and Modigliani have 
suggested tat consumption propensities are influenced by previous peak incomes as well 
as by current income levels. This would doubtless be a reasonable procedure in dealing 
with the middle and late thirties and with the postwar forties. In employing the procedure 
I have suggested, I would admit that the criterion employed has a different content from 
time to time. This would be true in a secular sense, of course, in an economy marked by 
rising living standards. It would be true, also, with reference to periodic movements. Thus 
a consumption level carried over from a prolonged depression would not be the same as 
a consumption level carried over from a period of prosperity. These differences would 
have a bearing upon the choices entering into the use of the disposable margin at different 
times. Thus some part of the use, in a period following prolonged depression, would be 
for the restoration of consumption levels of a still earlier period. 

A case can be made for a concept of the disposable margin somewhat more restrictive 
than that here used. In this view, disposable resources would be limited to those avail- 
able after provision has been made for the maintenance of the population at a sj 
per capita consumption level and for the maintenance of an existing supply of capital 
equipment. That is, capital consumption would be made good before we estimate the 
volume of resources the use of which is open to choice. It is clear that in the long 
run equipment must be maintained if an economy is not to retrogress. The historical 
record indicates, however, that considerable time can elapse before depreciation is com- 
pletely offset by new capital formation. Thus it was not until 1940 that the cumulated 
net consumption of equipment that began in 1931 was balanced by new capital. Another 
period marked by the net consumption of private capital began in 1942. (As the main- 
tenance of private equipment is subordinated to consumption needs in times of deep 
depression, so is it subordinated to the needs of defense in wartime.) The fact that such 
deferment of capital maintenance has been not uncommon re-enforces the consideration 
that the economy is operated for the ultimate satisfaction of human wants. For these 
reasons I think it best to regard the maintenance of the population at pre-existing con- 
sumption levels as giving rise to the only first claim upon the output of a new period. 
The maintenance of equipment is taken to be one of the optional uses of resources 
available after this first claim has been met. 
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This mode of reckoning, I should point out, takes account only of 
actual labor input. The very substantial gains in living standards 
through reduction of working hours are not included. If these were 
included, this particular income account would show a still heavier 
allocation of benefits to the credit of consumption and living. (I may 
note that the average working year for members of the employed labor 
force was in 1950 shorter by some 800 hours than it was in 1900.) 

In the comparison I have just made, a rather remote base is used and 
the period covered is markedly heterogeneous. We avoid some of these 
difficulties by making comparisons on a decade basis, the per capita 
consumption level in each decade providing the criterion for the ensu- 
ing decade. Following are the average annual disposable margins thus 
determined, expressed per capita of the population and in dollars of 
1929 purchasing power: 

1901-10 $221 
1911-20 182 
1921-30 267 


1931-40 8s 
1941-50 490 


(I must emphasize that although the figures cited are annual averages, 
the standard of reference is a base ten years removed. The margin, per 
capita, is one that has been built up over a ten-year period.) These 
figures tell in simple terms, I think, a revealing story of our growth in 
economic power over the past half century. The margin was positive in 
each of these decades, and in four of them represented substantial 
advances. Thus the figure of $221, the annual average for the decade 
1901-10, is to be set against the sum of $316, the annual amount re- 
quired to maintain the consumption levels of the preceding decade; the 
average of $267 for the decade 1921-30 is to be compared with the 
sum of $454 required to meet consumption needs at the level of 1911- 
20. The periods of most rapid advance were the first, third, and fifth 
decades. The greatest gain was recorded in the forties, the smallest in 
the thirties. 

Two major factors affecting the size of the disposable margin in any 
period are the productivity increment, from the base of comparison, 
and the increment or decrement attributable to variations in labor 
input. In every decade except the last, increased productivity has been 
the chief instrument in providing us with the margin available for use 
in the formation of capital, in national defense, and in the enhance- 
ment of living standards. In the twenties productivity gains were 
almost exclusively responsible for a great upsurge in output; in the 
thirties they served to offset a disastrous drop in labor input. In most 
of the forties productivity gains lagged, but a great increase in the 
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volume of labor input helped to provide a disposable margin of monu- 
mental proportions. 

From these advances in labor input and in productivity, what gains 
were actually realized in consumption? This, perhaps, is the ultimate 
question if one is tracing changes in economic welfare. The following 
table bears on this point. All figures are annual averages, in 1929 

Per Capita CHANGE FROM 
ConSUMER PreceDING DECADE 
EXPENDITURES ABSOLUTE RELATIVE 

1891-1900 $316 

1901-10 417 

1911-20 454 

1921-30 574 

1931-40 567 

1941-50 769 
dollars. The cumulative and almost unbroken advance in consumption 
levels that more than doubled per capita consumption in fifty years is 
the most impressive feature of this table. But it was a markedly irregu- 
lar advance. The first, third, and fifth decades brought the greatest 
spurts with pronounced retardations in the decade spanning the first 
World War and in the thirties. The greatest gains in consumption levels 
were registered in the forties, in spite of the heavy drains of war and 
defense. (A factor in this gain, of course, was the relatively low level 
of consumption in the thirties, which fell slightly below the preceding 
decade.) But only in the thirties was there retrogression. All other 
decades brought enrichment of the content of living for citizens at 
large. 

The consumption level estimates I have just cited are quite inde- 
pendent of the estimates of productivity increments. There is no con- 
scious allocation of portions of the productivity increment, for any 
period, to consumption or other uses. Yet it is suggestive, retrospec- 
tively, to compare these magnitudes. Leaving out the intangible bene- 
fits of shortened hours and increased leisure—a major component of 
the advance in living standards—and taking account only of concrete 
gains in output, we have the following comparative figures. Here I 
give decade aggregates, in 1929 dollars. 

Propuctiviry AcGcrecATte AMouNT To RAISE 
INCREMENT ConsuMPTION LEVELS 
(billions) (billions) 
1901-10 $ 84 
1911-20 97 
1921-30 215 


1931-40 134 
1941-50 256 


Over the five decades expenditures to advance consumption have 
equaled about 68 per cent of the productivity increment. This is an 
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average of widely varying decade figures. In the first and fifth decades, 
consumption gains exceeded the full productivity increment. During 
the forties, indeed, a sharply expanded labor input provided all the 
products required for national defense with a balance left over to swell 
consumption.‘ In the twenties the major part of a massive productivity 
gain was used to raise consumption levels. The depression of the 
thirties brought a sharp drop in labor input, but this decline was almost 
completely offset so far as consumption was concerned by large produc- 
tivity gains. It is clear that over extended periods productivity incre- 
ments have been great enough to account for all consumption gains, 
had they been deliberately put to this use. This, of course, was not the 
case. However, except in the first and fifth decades, the contribution 
of added labor input was inadequate even to support additions to the 
population at pre-existing consumption levels. Over the last fifty years 
productivity advances have been the dominant factor in the enrich- 
ment of consumption in the United States. 


Iil 


In summary, I note the following points: 

1. The expansion of production in the United States, under the joint 
stimulus of advancing productivity and of swelling input of labor, has 
provided us, decade by decade, with a substantial disposable margin 
above the requirements of pre-existing consumption levels. Economic 
progress over the last half century as manifest in the dimensions of this 
margin came in three great forward movements in the first, third, and 
fifth decades, with retardation in the second and fourth decades. 

2. Our economic gains over this half century do not reflect, primar- 
ily, increases in man-hours of work input—these have grown less rapidly 
than population. Increments of output per unit of work done have been 
the major source of advances in consumption standards. They have, 
moreover, permitted a remarkable increase in the portion of the work- 
ing week allotted to recreation and leisure. Under the stress of war, 
we have resorted to the cruder instrument of more manpower, but the 

*If we break the decade 1941-50 into two parts, covering war years and peace years, 
we have a clearer picture. The criterion for each of the following periods is still pro- 


vided by the decade 1931-40. The figures given are five-year aggregates, in billions of 
1929 dollars. 


AGGREGATE Propuctivity AGGREGATE AMoUNT UsED 

INCREMENT Raise ConsuMPTION LEVELS 
1941-45 $ 73 $ 93 
1946-50 183 193 


Even during the years of fighting the amount used to raise consumption levels exceeded 
the productivity increment. During the years 1946-50 consumption was enhanced by still 
heavier drafts upon the yield of an enlarged labor force, as well as by substantial produc- 
tivity gains. 
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great productive expansions of peacetime have been generated by pro- 
ductivity gains. 

3. Some of the central problems of our time have to do with the 
distribution of productivity gains. What Robert Warren has termed the 
fight for the technological margin is a central phase of competition in 
an expanding economy. Providers of materials, owners of business 
enterprises, wage and salaried workers, consumers, and, indeed, gov- 
ernment are seeking shares of the increments made possible by ad- 
vances in productive efficiency. Such struggles would continue, of 
course, were there no productivity gains, but these gains have given 
zest to the fight, in providing steady additions to the prizes at stake. 
The almost unbroken flow of productivity increments has thus not only 
generated expectations of steadily rising consumption levels; it has 
placed a distinctive impress upon the character of competition. 

4. Productivity changes have been important “disturbing” factors 
in economic processes. Any set of established relations in production 
and exchange is subject to alteration because of innovations, shifts in 
price and cost relations, changes in income distribution, changes in tax 
laws, or any of many other possible influences. High on such a list of 
disturbing influences must be placed productivity changes that alter 
the relation of work input to commodity output or that cause a shift in 
the proportions among productive factors. The salient feature of such 
a shift, when a gain is involved, is that it releases productive resources 
with reference to a pre-existing output level. A smaller labor input is 
required to produce a given quantity of goods. The process of energy 
release that this entails is, I think, the essence of economic growth. 

Here is the heart of the dynamic role played by productivity 
changes: they compel decisions making for new combinations of pro- 
ductive factors and new allocations of resources. When productivity 
changes are rapid and extensive no equilibrium can endure. The eco- 
nomic terrain is being constantly blown up; existing modes of produc- 
tion and distribution, existing relations among economic elements, are 
being constantly altered in the search for uses of released resources. 
These uses may mean the turning out of more goods of familiar varie- 
ties or new goods. We may choose to use released resources to raise 
domestic consumption levels, to augment capital plant, to support more 
complex governmental machinery, to strengthen defense, to speed the 
development of backward areas. Or the released energy may be devoted 
to the arts of leisure and recreation. Whenever there is a productivity 
gain a prevailing pattern of resource use is opened for re-examination; 
a choice is offered, directly or indirectly, as to the uses to which re- 
leased resources may be put. So long as such gains are being recorded a 
truly stationary state is impossible. So long as better mousetraps are 
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being made—or so long as mousetraps are being better made—estab- 
lished patterns will be subject to shock and disturbance. 

Arnold Toynbee has said that the new power found through the 
simplification of process which generates the growth of civilizations 
always presents a moral challenge. So also do the resources that are 
released through productivity gains. These released resources may be 
used to promote welfare or illfare. No generation has had a greater 
release of resources than ours has had; none has had such tremendous 
productive powers at its disposal. We have used some of these powers 
for purposes of destruction, a fact that may be charged to the ill- 
fortune of our generation rather than to design and deliberate choice. 
Thanks to modern technology we have had to use only a small pro- 
portion, relatively, to maintain and augment our productive plant. We 
have used most of our vast new powers to ease the lot of citizens at 
large through gains in leisure and to improve it through diversified 
consumption patterns. Not all the standards expressed in this diversifi- 
cation might win a moralist’s highest sanction. There are doubtless 
faults to amend. But the ends of enhanced welfare have been at least 
partially served in the use of our new productive powers over this half 
century. 

A little more than one hundred years ago, John Stuart Mill could 


question whether all the mechanical inventions yet made had lightened 
the day’s toil of any human being. One could not raise this question 
with the record of the last fifty years before him. In major degree, the 
benefits of industrial progress in the United States in this half century 
have served to lighten toil for producers and elevate living standards 
for consumers. 


DISCUSSION 


James S. DUESENBERRY: Economic development has become somewhat of 
a catch phrase these days and it seems to be one of those peculiar phrases 
whose meaning everyone knows without the aid of any formal definition. 
Onward and upward expresses the term’s meaning as well as anything else. 
More precisely, economic development is the set of processes by which a 
country increases its aggregate income. These boil down to capital accumula- 
tion, the development and introduction of new techniques, and increase in 
the efficiency of applications of previously used techniques. 

Looked at in that way, the analysis of economic development leads us into 
all the problems of economic analysis. Anyone who offers a paper with this 
title has taken on too big an order. All that I can hope to do is to outline a 
few of the aspects of the problem by way of opening up the discussion. 

We can narrow down the discussion if we confine ourselves to the prob- 
lems of the so-called “underdeveloped” countries. A legitimate, though not 
very precise, distinction can be made between the problems of the Asiatic 
and South American countries, which are commonly said to be underdeveloped, 
and those of the Western European and North American countries. Without 
trying to justify that distinction except in passing, I shall confine myself to 
the problems of development in the first group of countries. 

The Situation of the Underdeveloped Countries. It is difficult to gen- 
eralize about so wide a range of cultural and physical situations as those 
encompassed by the term underdeveloped areas. We put these disparate 
situations into one class because in all of them the techniques of production 
typically employed in both manufacturing and agriculture are inferior to 
those employed in Western Europe and North America. Nearly all the coun- 
tries in question have predominantly agriculture economies, and in most of 
them the ratio of population engaged in agriculture to developed usable land 
is very high. In nearly all of these countries the level of output per head is 
extremely low. Most of them have high birth rates and high death rates so 
that the potential rate of population increase is very high. The actual rate 
varies widely according to whether or not there has been any recent improve- 
ment in food supplies and medical and sanitary measures. 

The social structure in most of these countries contains important ele- 
ments which are antithetical to industrial development in its capitalist form 
and in many cases to industrial development in any form. Partly for that 
reason, partly because of the difficulty of accumulating capital in poor coun- 
tries, and for many other reasons, progress in these economies has been very 
slow. The special problem of development of backward areas is essentially 
a problem of getting them off dead center. 

This somewhat stereotyped description makes the prospects for progress 
in most of the underdeveloped areas look somewhat dim and perhaps they 
are. Yet there are some hopeful features in the situation. The agriculture of 
these countries is backward, not only in the sense that it does not employ 
highly capitalistic methods, but also in the sense that it is inefficient in the 
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elementary meaning of that term. The agricultural outputs of countries like 
India could be increased substantially and labor input requirements reduced 
substantially with the employment of known techniques which would re- 
quire the use of relatively little additional capital. There is thus a substantial 
reserve of agricultural output and labor power which would, under appropriate 
circumstances, be called forth and used to solve the dead center problem. 
The seasonal nature of agricultural operations creates another reserve of labor 
power which could be utilized for industrial purposes. The existence of these 
reserves implies that a high return on capital can be obtained for the economy 
since the labor co-operating with additional capital need not be withdrawn 
from other uses. If there is any possibility that the backward areas should 
develop, it must be based on the possibility of exploiting these reserves. Un- 
fortunately, very serious difficulties stand in the way of their exploitation. 
With that very sketchy view of the situation in backward countries in mind, 
let us turn to the theory of development. 

Some General Considerations. The scope of the problem of development 
is so great that I cannot hope to go into all the problems. I shall discuss 
in some detail a couple of problems which are interesting from an analytic 
point of view. But before going into them, it may be worth while to devote 
at least passing attention to a few of the others. 

It is fairly obvious that no country is likely to develop very fast unless it 
has a set of institutional arrangements appropriate to the operation of modern 
industry. These include, among other things, a reasonably stable and pre- 
dictable legal system, a free trade area of some minimum size, a reasonably 
stable and uniform currency, a satisfactory standard of financial morality, 
and not too much conflict between efficiency and particularistic ties—a limita- 
tion in the extent to which occupations or other economic opportunities are 
monopolized by special groups. No one of these requirements is an absolute 
one but most of them must be fulfilled if any development is to occur. 

On another, but closely related, level, a sufficient number of people must 
be prepared to exploit such economic opportunities as appear. The attitude 
of the rest of the community toward these people must be at least permis- 
sive. 

An appropriate foreign trade situation is also of great importance. On the 
one hand, the problem of development will be considerably eased if a country 
can choose to develop certain lines of activity and trade with others, particu- 
larly in the early stages. On the other side, a certain degree of protection is 
likely to be almost essential if development is to occur. A country, develop- 
ing on a capitalist basis, may find that capital goods have to be purchased 
abroad at foreign prices. Labor may be cheap but it is also likely to be un- 
skilled and badly disciplined, with the result that labor costs per unit are as 
high or higher than in more advanced countries. As a result, domestic in- 
dustry has difficulty competing with imports. A real case for “infant in- 
dustry” protection can be made in these circumstances. 

The historical processes by which these conditions for development are 
established are of considerable interest but we shall have to by-pass them. 
Similarly, there are a number of interesting problems connected with the 
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circumstances under which it is easiest for a country to develop heavy in- 
dustry or light industry first. Similarly there are some interesting problems 
about the desirability of using laborsaving methods in the early stages oi 
industrialization. We observe some tendency for backward countries to intro- 
duce the most modern methods when they begin to industrialize. This is in 
part due to the fact that some modern methods use less capital and less labor 
than the older ones. It is also due to the shortage of skilled and disciplined 
labor. (A point which I owe to Professor Gerschenkron.) To a considerable 
extent it is also due to the fact that the interest rates charged for capital for 
these purposes do not reflect the general scarcity of capital. 

These are only a few of the many problems which arise in connection with 
the analysis of economic development. 

I want to spend most of my time on two special problems. The first of 
these is the problem of the mechanics of capital accumulation. I shall try to 
show that a country which is content with a relatively modest rate of de- 
velopment can achieve it under certain circumstances without depending on 
foreign capital, tax financed investment, or inflation except to a very limited 
extent even if there is no voluntary saving out of the income at the beginning 
of the development process. In other words, it is not necessary to tighten the 
belt to any significant extent to get started. 

My second point is one about the relations of agriculture and industry. I 
shall try to outline the way in which industrial development depends on 
agricultural development. It will turn out that the connection is of an es- 
sentially Ricardian character. 

The Process of Capital Formation. It is obvious that one of the major 
elements in the process of economic development is the process of capital 
formation. 

According to the neoclassical view, a country can obtain capital either by 
loans or gifts from abroad or by reducing its own consumption. There is room 
for a long discussion of the conditions under which a backward country can 
obtain foreign capital. Similarly, there is a whole array of devices which can 
bring about a reduction in consumption, various encouragements to voluntary 
saving, and forced saving through inflation, taxation, or expropriation. We 
know, however, that the magnitude of the capital requirements of backward 
countries is very great and the prospects of raising sufficient capital by any 
of these devices seem rather slight unless the draconic measures of the Soviets 
are to be employed. 

On the other side, we know that in the nineteenth century countries like 
Germany and Japan achieved a very rapid economic development without 
resort to those measures and without getting any very large percentage of 
their capital from abroad. It is obvious that another element besides abstinence 
played a part in the capital formation process. 

We can see what that element was most easily by considering the process 
of capital formation as it occurs in highly developed industrial economies. 
Abstinence played a great role in the neoclassical theory of saving because 
the whole theory was constructed in such a way as to guarantee the full em- 
ployment of all resources. Resources were fully employed, not merely in the 
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sense that the census does not report any one seeking work, but in the sense 
that every resource is employed in such a way that no one output can be 
increased without decreasing another. 

We are all aware that this is not the case during a depression in a modern 
industrial economy. In a depression, investment and consumption can be 
simultaneously increased because there are idle resources of all types. Ac- 
tually this situation is much more general. Typically, then, in prosperous 
periods like the middle twenties there is excess capacity in many branches 
of industry. This excess capacity arises because of continuous change in 
techniques, the relocation of industry, and a complex of other factors. Taken 
together with the lumpiness of capital and the fact that equipment replaced 
in use does not have to be thrown away, these factors lead firms to acquire 
new facilities when output is rising before output has reached the limits of 
existing capacity. At the same time, there is, even in prosperous periods, a good 
deal of disguised unemployment. The result is that an increase in investment 
takes place in somewhat the following way: additional labor from the labor 
reserve plus excess capacity in the capital goods industries provides the physi- 
cal capital. The additional income generated is spent on consumers’ goods. 
Idle capacity in the consumers’ goods industries is put into use and additional 
labor drawn from the reserve of disguised unemployment to provide the ad- 
ditional consumers’ goods. If some part of the increase in income is saved, 
the ultimate increase in consumption will be finite. Moreover, the multiplier 
process takes a long time to work out. In the meantime, the capital forma- 
tion which caused the increase in income plus that wbh'-"' “s going on any- 
way increases capacity and labor productivity, and p.;Pulation ‘ncrease takes 
place so that more labor is available. Thus the amount of €Xcess capacity and 
labor reserve has to be sufficient to cover the increase in incme which takes 
place between the start of the process and the time when the rate ¢f increase 
in capacity exceeds the declining rate of increase in income. 

The result is that capital gets formed at the same time that consumption 
increases. No one reduces consumption. Saving necessarily occurs, of course, 
because by definition part of income is going into investment. Moreover, it 
is necessary that people refrain from consuming all of the increase in income; 
otherwise the multiplier would not be finite. But it is a great deal easier to 
get people to refrain from increasing consumption by an amount equal to 
the increase in their income than it is to get them to actually reduce their 
consumption. 

Now, what has all this to do with backward countries? They do not have 
any reserves of obsolete equipment to draw upon. They have very little 
equipment at all. But as I have already pointed out, these countries do have 
plenty of disguised unemployment and they do have reserves of agricultural 
productivity. Those reserves are perfectly analogous to industrial excess 
capacity. 

Unfortunately, those reserves cannot be easily drawn upon. In the in- 
dustrial case, additional output can be obtained with a relatively slight price 
increase when additional demand appears. 

That is not the typical situation in backward countries. Many of them 


| 


562 AMERICAN ECONOMIC ASSOCIATION 


have undergone substantial inflations without producing any results in terms 
of productivity. Before any productivity response to an increase in demand 
can take place, certain preconditions have to be satisfied. In the first place 
enough transportation, storage, processing and marketing facilities must 
exist to permit additional output to be marketed at reasonable cost. Those 
considerations are important, but there are others which are equally important. 
The social structure—in the sense of the set of institutionalized norms of be- 
havior—must be such as to produce a response to an increase in demand. 
This is not the place for a lecture on sociology, so that I must content myself 
with that very brief remark; but it seems safe to say that increases in agri- 
cultural output can only be obtained if there is an appropriate sociological 
situation however favorable the objective environment may be. Within limits, 
one can probably get an increase in output from artisans and then provide 
services without much trouble. 

Countries like Germany and Japan went through a long period of prepara- 
tion during which many of the preconditions were satisfied for the exploita- 
tion of their latent possibilities. When the appropriate situation had been 
created, a combination of state action, imports of foreign capital, and in- 
flationary lending by banks set the process of development in motion. 

Suppose that because of government action or for any other reason some- 
one undertakes to build industrial facilities. The equipment is purchased 
abroad with the proceeds of loans but the construction is financed by local 
bank credit. If vt hese no reserves of agricultural productivity, the result 
would be eitheran iimfation or an unfavorable trade balance. If agricultural 
output respeids to the’ increase in demand, a much smaller inflation will re- 
sult. Let\is suppos%“that either voluntarily or because of taxation the multi- 
plie# an be hefd down to ten. If there were no reserves of productivity, the 
irfvestm~at “would have an ultimate inflationary impact of ten times its own 
magnitude. The actual inflation would be less than that because after a time 
output from the new facilities becomes available either in the form of con- 
sumers’ goods or exports which can be used to buy consumers’ goods. With 
a multiplier of ten, a six-months lag, and a capital output ratio of three, the 
maximum gap between income and output would be about six times the rate 
of investment. Notice that as in the industrial case the rate of return on 
capital to the economy (not the employer) is very high because of the pres- 
ence of unemployed labor. The gap will be smaller to the extent that foreign 
capital is used because the gross return to capital will be only about one- 
third of output. If foreign capital provides a half of the capital, about five- 
sixths of the output will be available for the domestic economy while the 
inflationary impact is only half as great as in our calculation. The maximum 
inflationary gap would then be only about four and a half times the domestic 
rate of investment. 

If there are reserves of productivity, the inflationary impact will be con- 
siderably smaller. A relatively modest rate of increase in food prices will 
bring forth additional output, while artisans, if not those providing services, 
will serve additional customers with either no price increase or only a 
moderate one. The logic of the case is exactly the same as in the industrial 
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case. The excess capacity has to be great enough to cover the maximum gap 
between the demand created by the investment and the output produced by 
it. Once the gap begins to be closed, the rate of investment can be increased 
so as to keep the same pressure on the excess capacity. 

It is obvious that there are severe limits on the extent to which this process 
can operate. If half the investment is financed in a noninflationary manner, 
then, using the calculations given above, we obtain the allowable investment 
percentage by dividing the percentage of excess capacity which can be quickly 
mobilized by 2.25. Since excess capacity in the relevant places is not likely 
to be more than a small percent of income, the rate of investment obtainable 
in this way will be rather low. 

If output can be increased all around by 10 per cent without any investment, 
our economy can invest 4 per cent of its income without any inflationary 
results, using the assumptions made above. If we assume that foreign invest- 
ment stops after the first few years, the return to the economy will be about 
30 per cent, and since 10 per cent is saved, investment will increase by 3 
per cent per year. In fifty years, the rate of investment would be nearly 10 
per cent of total income and thereafter total income and investment could 
grow at 3 per cent per year. 

Actually that is probably too conservative an estimate of the possibilities. 
A marginal rate of saving higher than 10 per cent may be possible, particu- 
larly when we consider that replacement requirements will be long deferred. 
Foreign financed or tax financed investment might continue for a considerable 
time. It will also be noted, of course, that the rate of growth of modern in- 
dustry will be much greater than the rate of growth of total income. All in 
all, the achievement of Germany and Japan seems understandable in the 
light of these considerations. Looking at it from an arithmetical point of view, 
it seems quite possible that even a very poor country should get off dead 
center with a relatively small amount of foreign aid, expropriation, or infla- 
tion. 

It must be kept in mind, however, that we assumed the existence of a 
social and institutional situation favorable to economic development. A few 
isolated investments will not start the ball rolling. Nor will any result be 
obtained unless the reserves of productivity available to the economy can 
be brought into use. 

A final point is worth noting in this connection. It is easy to see that a 
higher rate of development than the one indicated by our calculations could 
be achieved by forced saving. Actually this is a very dangerous game. The 
experience of many countries shows that once the rate of increase of prices 
becomes serious, there is a strong tendency for investment activity to de- 
generate into speculation of an unproductive sort. Too much reliance on 
forced saving is dangerous except in an economy operating under very rigid 
controls. 

The Relation of Agricultural to Industrial Development. So much for the 
sources of capital. I want to turn now to a somewhat different though 
related topic. In the last section we tacitly assumed that investment was 
made in a reasonably balanced way, so that if aggregate demand was satis- 


| 


564 AMERICAN ECONOMIC ASSOCIATION 


fied, all specific demands could be satisfied. For relatively small countries 
in a free trade world, foreign trade can always be used to readjust any im- 
balance in the distribution of investment. When we deal with the modern 
situation, however, we have to be wary of too much reliance on foreign trade. 
We cannot suppose that a country can develop along industrial lines and buy 
its food abroad. 

It is fairly obvious that a country which cannot feed its population will 
be in difficulties regardless of its industrial development. But aside from that 
elementary consideration, some slightly more complicated relations exist be- 
tween agricultural and industrial development. 

Let us suppose that we have to deal with a country which has gone at least 
some distance along the road to industrialization. For simplicity, we can sup- 
pose it to be a competitive capitalist economy of the neoclassical type. Urban 
wage rates depend on the demand for and supply of labor; the rate of capital 
formation depends on the rate of profits. The relative prices of manufactured 
goods and farm products are determined by demand and supply. We shall 
try to show that if food is an important part of workers’ consumption, we 
have a situation which is in many ways analogous to that envisaged by 
Ricardo. The machinery is different, of course, but the essential role of 
agricultural development in controlling the rate of industrialization remains 
intact. 

Consider first the static situation in which there is a given supply of labor 
in the cities, a given stock of capital, a fixed agricultural population, and 
fixed agricultural output. Urban demand for agricultural products is roughly 
a function of the real wage rate in terms of manufactured goods denoted by 
Wy, relative prices of farm products (Py), and manufactured products (Pa) 
and the size of the urban labor force (Z). Thus urban demand for farm 
products (D,) is given by: 


Py 
Dr o(Wy, —)L 
Py 


Thus supply of farm products available in cities depends on the relative 
prices, agricultural output (O,), and agricultural population (N,). The 
supply (S») is given by: 


Py 
Sy ¥(—, Os, 
Py 


Since in equilibrium Sy = D, we have: 
P P 
©(Wy, = ¥(—, On, Na) (1) 
Py Py 


With a given labor supply the wage rate depends on the stock of capital (K) 
so that 
Wy = {(K) (2) 
Substituting in (1) we have: 
( P,’ ay Na) 
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P. 
In the short run, all the variables except = are fixed so that (1a) is sufficient 


to determine the relative prices. 

Now let us introduce changes in the urban labor force and the capital stock, 
keeping the other variables constant. The usual situation is for a slow migra- 
tion from rural to urban areas to take place when conditions in industry are 
favorable. The rate of movement will be a function of the relative incomes 
available in the two sectors. Thus we have: 


d, Py 
—— = F(Wy, —, Os, N 3 
7 ( On a) (3) 


t 
P. 
But Wy depends on Ky while a depends on O,, N4 and L and K. Thus we 
M 


can write: 


d 

= - X(K, L, Oa, Na) (3a) 
t 

The rate of capital formation presumably depends on the rate of profits which 


in turn depends on the capital stock and labor supply so that: 
d 
= WL, K) (4) 


t 

If O, and Ny, are taken as given equations, (3) and (4) form a closed 
system. Actually, of course, the rural population will change with the urban 
population but we can neglect that fact for the moment for the sake of 
simplicity. 

One can easily see the way in which the system will develop. Suppose agri- 
cultural population and output remain constant. Capital accumulation will 
tend to raise the real wage rate and lower the rate of profit unless the labor 
supply expands. Initially, accumulation will be slow because the level of 
income is low. Both rural and urban incomes will be low. But for a time 
anyway, the gap between rural and urban incomes may be great enough to 
keep the urban labor force increasing as fast as the capital stock. If the two 
move proportionately for a time, the rate of rural urban migration is bound 
to slow down because the terms of trade between manufacturing and agricul- 
ture will move in favor of the latter, improving the situation of rural workers 
and worsening that of urban ones. Ultimately this tendency will cause the 
rate of capital formation to exceed the rate of increase in the labor force 
which will raise real wages and lower profits. That will check the tendency for 
the rate of migration to fall but it will also cause the rate of accumulation 
to fall. If it once again falls as low as the rate of migration, the relative 
price of food will still rise as the absolute size of the urban labor force in- 
creases. A further rise in real wages and decline in the rate of profit will take 
place as before. Ultimately, this process will drive the rate of profits to such 
a low level that accumulation will stop. 

It will be understood that this analysis is not meant as a prediction. It is 
only useful as a means of bringing out the character of the connection be- 
tween urban and agricultural development. The results have to be modified in 
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a number of directions. If we suppose that the total population is constant, 
the tendency for migration to stop will be accentuated, other things equal, 
when we take account of the possibility that migration might reduce the rural 
population, decreasing the total output and increasing the per capita return 
in agriculture. 

On the other side, industrial innovations will check the tendency for prog- 
ress to slow down by changing the relation between capital stock, wage rate, 
and labor supply. If there were enough innovations in industry and none in 
agriculture, there might even be a backflow of labor into agriculture. 

Population increase may or may not affect the tendency for capital ac- 
cumulation to stop. When it occurs in agriculture, the total output per head 
is reduced, total output may increase somewhat, and per capita consumption 
of food on farms will fall but probably not in proportion to the decline in 
output per man. Urban food prices will rise while real income on farms de- 
clines. Thus everyone is worse off and we cannot tell whether the supply of 
labor to cities is increased or decreased. 

The point of all this is not to show that industrial development must slow 
down because of shortage of food. It is obvious that the whole problem will 
be solved if the output of food is increased to a sufficient extent by devoting 
enough capital to agriculture. The point is that any country which attempts 
to develop industrially will find it necessary to devote a considerable amount 
of capital to agriculture in order to keep going. This applies not only to 
capitalist countries where the rate of accumulation depends on the rate of 


profit. It will apply equally well to socialist countries which try to invest by 
using the “profits” of industry to provide the necessary saving. 

Any country which tries to concentrate on industrial development to too 
great an extent will find it necessary to use drastic measures to extract a suf- 
ficient food supply to keep its urban population satisfied. 


FRANK R. GarFieLp: To a Washington bureaucrat these three National 
Bureau papers are refreshingly different. Washington memoranda are likely 
to include much discussion of prospects and policies and to treat the past 
rather lightly, especially any period beyond the nearby past. These three 
papers deal exclusively with the past and include the fairly distant past—back 
to 1869 for capital formation, to 1899 for productivity, and to 1913 for in- 
come distribution. In making this observation I am not implying that the 
subjects considered here require any less imagination or judgment than the 
hypotheses advanced concerning prospects and policies, In fact, reconstruction 
of the fairly distant past, when data were few and far between and statistical 
standards were fairly primitive, may require more imagination than projec- 
tion of the recent past into the nearby future. In either case, probably many 
of the numbers used should be regarded in considerable part as aids to specula- 
tion rather than as precise elements in a descriptive account. 

In the division of labor among the three discussants, no arrangement was 
made for comments on the relationships among the three papers. One of the 
questions to be considered in this connection would relate to the direction and 
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extent of changes in productivity—output per man-hour—which might be ex- 
pected to result from such changes in income distribution and capital forma- 
tion as Professors Moore and Kuznets reviewed. 

Coming now to Professor Mills’s paper, I wish first to underline his state- 
ment that productivity gains in 1946-50 were substantial. For manufactur- 
ing, available production data and man-hour data indicate an increase in 
productivity from the low level of 1946 at a rate averaging 4 to 5 per cent 
annually or perhaps somewhat less if allowances are made for probable 
biases in the data. The rise is clearly more rapid than for the half century as 
a whole—though by no means so rapid as the reported rise of the 1919-22 
period. Relating each of about fifty annual production series recently de- 
veloped in connection with the current revision of the Federal Reserve Board’s 
index of industrial production to corresponding man-hour figures for the years 
1947 and 1950, we have found that the increases in productivity have been 
widespread. The few declines shown have been in industries where production 
has decreased considerably. In no case has an increase in production been 
accompanied by a decrease in productivity. Where both production and pro- 
ductivity have increased—the bulk of the cases—increases in productivity 
generally have been larger than in production. Of course, no one-to-one rela- 
tionship should be presumed in any case. 

If, as seems true, the increase in productivity since 1946 has been at a 
more rapid rate than usual, the statement Professor Mills made about 1941-49 
as a period of retardation probably should be modified. The stability of the 
war years and the rapid rise of the postwar years are both obscured by an 
average rate for this longer period. 

In Professor Mills’s paper “productivity increments” and “disposable 
margins” as well as rates of increase in production per man-hour and con- 
sumption per capita are discussed, but there is no special reference to the 
country’s growth in population, amounting in the half century to 75 million 
persons or 100 per cent. This growth has been exceedingly important in in- 
creasing the labor force as well as in developing markets for goods and has 
occurred at widely differing rates in different periods. 

Rapid growth in population and output per man-hour during this half 
century have been accompanied by a revolution in resource use which has 
helped make possible the very great expansion which has occurred in total 
production. Professor Mills refers to the “release of resources,” but the phrase 
seems not strong enough to describe what has happened. The same advances 
in scientific knowledge and economic know-how which have made it possible 
to transform given materials into given products more efficiently have also, in 
effect, greatly increased the supply of materials. We have new ways to find 
given—and new—materials, under and over the earth’s surface; new ways to 
extract these materials; new ways to exploit lower-grade materials; new ways 
to use materials previously wasted and to recover scrap. Natural gas, which 
was once dispersed into the Texas air, is now an important fuel. The yield 
of cornfields per acre has been increased greatly by use of hybrid seed. Even 
finished products once wasted are often used now. For example, citrus fruits 
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which in an earlier period would have been allowed to rot on the ground are 
now processed and the juice is frozen for later appearance on the breakfast 
table. The list could readily be extended, especially by a chemist. The only 
point here is that the resource revolution is an integral part of our economic 
growth and needs to be studied intensively. Professor Erich Zimmerman, 
pointing to the dynamic nature of resources in the modern world, has empha- 
sized the need for what he calls the functional approach to the study of re- 
sources. The name does not matter; the idea that our supply of resources is 
greatly affected by growth in scientific knowledge is highly important. Pop- 
ulation and productivity increases could be accompanied by only limited in- 
creases in output of goods without growth of resources, especially in countries 
less generously endowed with resources than this country has been. The rela- 
tive amounts of resources held at any one time by various countries depend, 
of course, on what the current notions of resources may be as well as on the 
physical nature of the resources themselves. 

Changing productive processes and changing resources in turn have a 
bearing on our ideas of what we want; to some extent we want what we can 
get. This is, of course, one of the factors which makes it difficult to attach 
a very precise meaning to productivity changes over a long period of time or 
to productivity differences among countries whose standards differ widely. 

The rapid growth in productivity and production in the United States in 
the past half century reviewed by Professor Mills has brought this country to 
a new position of economic and military power and to a new position of re- 
sponsibility. Increasingly, it seems to me, our concern with the role of pro- 
ductivity changes in economic growth must be extended to developments in 
other countries and to the effects of these changes on economic and political 
relations among countries. The current rapid growth of knowledge concerning 
the earth and sea and air about us and the methods for transforming re- 
sources into finished products has very great implications for the whole 
world. 

With power comes responsibility. New techniques—as Professor Mills notes 
in his account of developments in this country—upset old economic patterns 
but people with initiative make decisions and choices within the limits set by 
their changing environment. The same notion, it seems to me, applies in the 
international sphere. If two decades hence we can look back on a period of 
widespread growth in productivity, production, and consumption and of sub- 
stantial improvement in the organization and conduct of world economic af- 
fairs, I hope that, recognizing the contributions of good fortune, we can claim 
some credit for all of these developments. 

In sum, Professor Mills has given us a strong feeling for the nature and 
significance of changes in productivity, and I am reminded of an earlier occa- 
sion when, as President of the American Statistical Association, he made a 
penetrating analysis of the role of statistics in our changing economy. Con- 
cerning the present paper, I would note only that the changes in productivity 
going on now are perhaps even more pervasive and more significant for many 
aspects of our life and times than Professor Mills has indicated, abroad as 
well as in the United States. 
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RayMonp W, GotpsmitH: Dr. Kuznets’ paper will, I am sure, form the 
center of extensive discussion for years to come. It is so compact and so full 
of stimulating hypotheses that any serious appraisal is out of the question 
here. I shall, therefore, limit myself to a few preliminary remarks. 

The paper’s attempt to explain the level of the national or the personal 
saving ratio over the last eighty years constitutes a substantial step forward, 
reviving and amplifying the ideas first introduced into the discussion by 
Cassel half a century ago. There is little doubt that it is possible to find a 
combination of reasonable values for the various factors which enter into 
Kuznets’ formula which will yield the desired values of about one-tenth or 
one-eighth for personal or national saving. But the range of values which can 
be assigned to each of the factors is wide enough to produce a final value for 
the saving rate of as low as possibly 5 per cent or as high as 25 per cent. To 
give one example, take the paper’s use of the price of a perpetual annuity at 
retirement as one of the factors in the formula. This procedure implies the 
assumption that the typical rational saver wants to leave the entire estate 
which he has accumulated at the end of his working life to his heirs and is 
prepared to live on the income from the estate. It would seem more rational, 
and in practice as well justified, to make the opposite assumption that the 
saver figures on having consumed his entire estate at the time of his or his 
spouse’s death whichever is later. It makes a very great difference for the 
calculation of the national saving rate which of these two assumptions is 
selected. Indeed, the rate for rational savers would have to be only about 
one-half as high if purchase of a life annuity rather than of a perpetual an- 
nuity is the objective of the typical saver. My point simply is that the fac- 
tors combined in Kuznets’ formula have too wide a range to explain the actual 
level of the rate of saving which has prevailed, with only small fluctuations, 
over the last eighty years, if wars and the Great Depression are disregarded 
and averages over periods of five years or more are taken. Kuznets’ formula 
may explain why the saving rate did not reach 30 or 40 per cent or why it has 
not been below 5 per cent, but it would not seem to be able to discriminate be- 
tween the actually observed rates and rates which might be as much as 100 
per cent higher or 50 per cent lower. 

I am still more hesitant to take issue at short notice with the paper’s find- 
ings of a substantial decline in the ratio of capital formation to national in- 
come between the last thirty years of the nineteenth century and the first 
thirty years of the twentieth century. Some decline there probably was, but 
I have the feeling that when, if ever, we shall have better figures—and they 
will as likely as not be due to Kuznets himself—the decline will be less pro- 
nounced than it now appears to be. The decline certainly would be smaller 
even on the basis of the data now available if consumer durables were in- 
cluded in capital formation. It will also be very interesting to see what the 
picture will be when capital formation through residential real estate, particu- 
larly through owner-occupied homes, is eliminated from the figures, as it 
should be if the definition of capital as reproducible income yielding assets 
is taken seriously. 

The paper also constitutes another move, and a powerful one, in the 
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appraisal of the theory that it is not a household’s absolute level of real income 
but its position in the income distribution which determines the household’s 
saving ratio; and that this fact is a sufficient explanation of the long-term 
stability of the national saving ratio. But again I remain unconvinced by the 
facts adduced, although I do not want to say that I might not change my 
position if the evidence only sketched in the paper were further elaborated. 
The relation between the level of income'and the saving ratio is so pronounced 
for every cross-section study—even if we could shift from the current year’s 
income to the average income over a longer period as the independent variable 
—that more is needed than the effects of the rural-urban shift and general 
considerations about new consumption uses of income to explain why the 
underlying tendency towards an increase in the saving ratio with rising real 
income leaves no trace at all in the time series. The modus operandi that has 
kept the national and personal long-term average saving ratio close to a 
constant—or possibly close to a slightly downward sloping straight line, except 
during periods affected by wars and the Great Depression—-still remains to 
be explained, though the paper certainly provides some pieces for a solution. 

I am heartily in agreement with the paper’s emphasis on saving, and 
movements in the saving ratio, as a factor in its own right rather than a pale 
shadow condemned to adapt itself forever to autonomous variations in in- 
vestment in order to fulfill its function of preserving the familiar identity, a 
position to which saving is too often relegated in the theoretical literature of 


the last dozen years. But whether I would return all the way to the classical 
opposite, as Kuznets seems very near doing, that it is saving which determines 
investment, I doubt. Again, it is a fundamental question which Kuznets’ paper 
poses, and it will take hard work, more basic data than have hitherto been 
available, and probably methods and approaches often different from those on 
which we have relied in the past to answer it. 
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GROWTH IN UNDERDEVELOPED COUNTRIES 


SOME INTERNATIONAL ASPECTS OF THE PROBLEM OF 
ECONOMIC DEVELOPMENT 


By RAGNAR NURKSE 
Columbia University 


“A country is poor because it is poor.” This seems a trite proposition, 
but it does express the circular relationships that afflict both the demand 
and the supply side of the problem of capital formation in economically 
backward areas. This paper will discuss some international aspects of 
the difficulties on both sides. It will take up only a few points and cannot 
even attempt to give anything like a balanced picture. 


I 


The inducement to invest is limited by the size of the market. That 
is essentially what Allyn Young’ brought out in his reinterpretation of 
Adam Smith’s famous thesis. What determines the size of the market? 
Not simply money demand, nor mere numbers of people, nor physical 
area. Transport facilities, which Adam Smith singled out for special 
emphasis, are important; reductions in transport costs (artificial as 
well as natural) do enlarge the market in the economic as well as the 
geographical sense. But reductions in any cost of production tend to 
have that effect. So the size of the market is determined by the general 
level of productivity. Capacity to buy means capacity to produce. In 
its turn, the level of productivity depends—not entirely by any means, 
but largely—on the use of capital in production. But the use of capital 
is inhibited, to start with, by the small size of the market. 

Where is the way out of this circle? How can the market be en- 
larged? Although in backward areas Say’s Law may be valid in the 
sense that there is generally no deflationary gap, it never is valid in 
the sense that the output of any single industry, newly set up with 
capital equipment, can create its own demand. Human wants being 
various, the people engaged in the new industry will not wish to spend 
all their income on their own products.’ Suppose it is a shoe industry. If 
in the rest of the economy nothing happens to increase productivity 
and hence buying power, the market for the new shoe output is likely 

*“Tncreasing Returns and Economic Progress,” Economic Journal, December, 1928. 


7See Paul N. Rosenstein-Rodan, “Problems of Industrialization of Eastern and South- 
Eastern Europe,” Economic Journal, June-September, 1943, p. 205. 
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to prove deficient. People in the rest of the economy will not give up 
other things in order to buy, say, a pair of shoes every year, if they do 
not have enough food, clothing, and shelter. They cannot let go the 
little they have of these elementary necessities. If they were willing to 
give up some of their present consumption in exchange for an annual 
pair of new shoes, these things would be available for the shoe workers 
to make up the balance in their own consumption needs. As it is, the 
new industry is likely to be a failure. 

The difficulty is not due fundamentally to discontinuities in the 
technical forms of capital equipment, though these may accentuate it. 
It is due above all to the inevitable inelasticity of demands at low real- 
income levels. It is in this way that lack of buying power cramps the 
inducement to invest in any individual industry. 

The difficulty is not present, however, in the case of a more or less 
synchronized application of capital to a wide range of different indus- 
tries. Here the result is an over-all enlargement of the market and 
hence an escape from the deadlock. People working with more and 
better tools in a number of complementary projects become each other’s 
customers. Most industries catering for mass consumption are comple- 
mentary in the sense that they provide a market for, and thus support, 
each other. This basic complementarity stems, of course, from the 
diversity of human wants. The case for “balanced growth” rests ulti- 
mately on the need for a “balanced diet.” 

The notion of balance is inherent in Say’s Law. Take Mill’s formula- 
tion of it: “Every increase of production, if distributed without mis- 
calculation among all kinds of produce in the proportion which private 
interest would dictate, creates, or rather constitutes, its own demand.’” 
Here, in a nutshell, is the case for balanced growth. An increase in the 
production of shoes alone does not create its own demand. An increase 
in production over a wide range of consumables, so balanced as to 
correspond with the pattern of consumers’ preferences, does create its 
own demand. 

How do we get balanced growth? Ordinary price incentives may 
bring it about by small degrees, though here the technical discontinui- 
ties can be a serious hindrance; besides, slow growth is just not good 
enough where population pressure exists. In the evolution of Western 
industrial capitalism, rapid growth was achieved, in Schumpeter’s view, 
through the action of creative entrepreneurs producing spurts of in- 
dustrial progress. Even though innovations originated each time in a 
particular industry, the monetary effects and other circumstances were 
such as to promote each time a wave of new applications of capital 


* J. S. Mill, Essays in Some Unsettled Question of Political Economy (London School of 
Economics reprint, 1948), p. 73. 
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over a whole range of industries. It is easy to see how a frontal attack 
of this sort can succeed while yet any sizable investment in any par- 
ticular industry may be discouraged by the limits of the existing 
market. 

Other types of society may feel a need for some degree of central 
direction to produce the desired effect—at any rate initially. But 
whether balanced growth is enforced by government planning or 
achieved spontaneously by private enterprise is, in a sense, a question 
of method. Whichever method is adopted, the nature of the solution 
aimed at may be the same, though the “miscalculation” Mill warned 
against seems hard to avoid in either case. 


II 


On the international plane, these general considerations apply first 
of all to the problem of international investment. Why is it that private 
business investment abroad has tended in the past—in the last few 
years as well as in the nineteenth century—to shy away from indus- 
tries working for the domestic market in underdeveloped areas and to 
concentrate instead on primary production for export to the advanced 
industrial centers? The facts do not support the view that the so-called 
“colonial” type of investment—in mines and plantations producing for 
export to the industrial creditor countries—was typical of nineteenth 
century foreign investment as a whole, They do suggest, however, that 
it was, and still is, fairly typical of private business investment in 
backward areas. American direct investments abroad definitely con- 
form to this pattern. In underdeveloped countries, they work mostly in 
extractive industries—oil fields, mines, and plantations—producing 
for export markets; only in advanced areas (Canada and Western 
Europe) do they, significantly, show any great interest in manufactur- 
ing for local consumption.* 

The reluctance of private business capital to go to work for domestic 
markets in underdeveloped countries, in contrast with its eagerness in 
the past to work there for export to the industrial nations, reflects no 
sinister conspiracy or deliberate policy. There is the obvious eco- 
nomic explanation: on the one hand, the poverty of the local con- 
sumers in the backward countries; on the other, the large and, in the 
nineteenth century, vigorously expanding markets for primary prod- 
ucts in the world’s industrial centers. In these circumstances it was 
natural for foreign business investment to form mere outposts of the 
industrial creditor countries, to whose needs these outposts catered. 


* See H. J. Dernburg, “Prospects for Long-Term Foreign Investment,” Harvard Business 
Review, July, 1950, p. 42. 
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Incidentally, the weakness of the market incentive for private invest- 
ment in the domestic economy of a low-income area can affect domestic 
as well as foreign capital. It may help in some degree to account for the 
common observation that such domestic saving as does take place in 
underdeveloped countries tends to be used unproductively: hoarded, 
exported, or put into real estate. 

Private investment generally is governed by the pull of market 
demand, and private international investment is no exception to this. 
A particular instance of the relation between investment incentives and 
market demand appears in our old friend the acceleration principle. 
The relation holds, albeit in a different way, in space as well as in the 
time dimension. The conventional theory of factor proportions and 
capital movements is that in countries where there is little capital in 
relation to land and labor, the marginal productivity and hence the 
yield of capital will be high, and that, if it were not for extraneous 
impediments, capital would move to these countries from the areas 
where it is relatively abundant. This view is subject to the qualifica- 
tion that the high potential yield of capital in capital-poor areas may 
be capable of realization only through investment undertaken simul- 
taneously in a number of complementary industries (or in public over- 
head facilities that serve to raise productivity in a number of different 
lines). A balanced increase in production generates external econo- 
mies by enlarging the size of the market for each firm or industry. 
There is on this account as well as for other possible reasons, a dis- 
crepancy between the private and the social marginal productivity of 
capital. Even if we abstract from political and other risk factors, there 
is no guarantee that the motives that animate individual businessmen 
will automatically induce a flow of funds from the rich to the poor 
countries. The marginal productivity of capital in the latter compared 
with the former may be high indeed, but not necessarily in private 
business terms. 

While the doctrine of balanced growth leaves plenty of room for 
international investment, it does reveal limits to the role of direct 
business investment. An individual foreign investor may not have the 
power, even if he had the will, to break the deadlock caused by low 
productivity, lack of real buying power, and deficient investment in- 
centives in the domestic economy of a backward area. Even in the 
heyday of private foreign investment, however, capital outlays carried 
on by public authorities by means of private foreign loans were an 
important form of international investment. Loans to governments 
accounted for 30 per cent of Britain’s total overseas investments out- 
standing in 1914, with another 40 per cent in railway securities and 
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5 per cent in public utilities." Clearly this does not leave any major 
proportion for the strictly colonial type of investments—in mines and 
plantations producing for the creditor countries. 

Investment by public authorities financed from private—or public— 
foreign funds is a form of “autonomous” investment, since it does not 
depend closely, if at all, on the current state of market demand. By 
contrast, direct business investment must be classed as a form of 
“induced” investment since it generally has to be induced by tangible 
market demand, already existing or visibly coming into existence. Thus 
the general distinction between autonomous and induced investment is 
applicable in a certain sense to international investment as well. 

International investment on private business account is attracted by 
markets, and for the poorer countries the big markets in the past were 
the markets for export to the great industrial centers. Investment was 
induced by the investing countries’ own demand. Foreign investment 
in extractive industries working for export is not to be despised, since 
it usually carries with it various direct and indirect benefits to the 
country where it is made. Why is even this type of investment now 
flowing out in only a small trickle? Aside, again, from the obvious 
political impediments, perhaps the answer is that the export markets 
for primary commodities have not been enjoying anything like the 
same rate of secular expansion as that which came about in the nine- 
teenth century from the extraordinary growth of population as well as 
productivity in the Western industrial countries, and also from Brit- 
ain’s willingness to sacrifice her own agriculture to the requirements of 
international specialization. In recent decades, synthetic substitutes 
have affected unfavorably the demand for a number of staple products. 
The present raw-material boom is widely regarded as being due to 
special circumstances which may not last. In any case, it may take 
more than a boom—it may take something like a secular expansion of 
demand—to induce private foreign investment in underdeveloped 
areas for the production of primary commodities for export. 

Reliance on direct business investment for the capital needed for 
economic development is therefore liable to a double disappointment. 
Not only is there little or no incentive for private business capital to 
go to work for the expansion of the domestic economies of low-income 
countries; even for the expansion of raw-material supplies for export, 
private business funds may not want to move out in any steady or 
sizable flow. But this, I repeat, applies to induced investment. It does 
not, or need not, affect international investment of the autonomous 
sort. 


°H. Feis, Europe, the World’s Banker, 1870-1914 (Yale University Press, 1930), p. 27. 
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III 


The case which the underdeveloped countries advance in favor of 
their “balanced growth” and “diversification” is not always well re- 
ceived. Does it not mean turning away from the principle of compara- 
tive advantage? Why do these countries not push their exports of 
primary products according to the rules of international specialization, 
and import the goods they need for a balanced diet? The answer is: 
because the notion of balance applies on the global scale as well. For 
fairly obvious reasons, expansion of primary production for export is 
apt to encounter adverse price conditions on the world market, unless 
the industrial countries’ demand is steadily expanding, as it was in the 
nineteenth century. To push exports in the face of an inelastic and more 
or less stationary demand would not be a promising line of development. 
If it is reasonable to assume a generally less than unitary price elasticity 
of demand for crude foodstuffs and materials, it seems reasonable also to 
contend that, under the conditions indicated before, economic growth 
in underdeveloped countries must largely take the form of an increase 
in production for the domestic market. 

These are some of the considerations that explain the desire for 
balanced growth and provide some economic justification for it. They do 
not constitute a case for autarky. As productivity increases and the 
domestic market expands, while the composition of imports and exports 
is bound to change, the volume of external trade is more likely to rise 
than to fall. But even if it remains the same there is not necessarily any 
harm in balanced growth on the domestic front. Take a country like 
Venezuela: petroleum accounts for about 90 per cent of its exports but 
employs only about 2 per cent of its labor force; the majority of the 
people work in the interior for a precarious subsistence in agriculture. 
If through the application of capital and increased productivity the 
domestic economy were to grow so that people working formerly on the 
land alone would now supply each other with clothing, footwear, houses 
and house furnishings as well as food products, while all the time 
petroleum exports remained the same and imports likewise constant in 
total volume, nothing but gain would result to the inhabitants without 
any loss to the outside world. No doubt there would be a fall in the 
proportion of foreign trade to national income. But could it not be that 
this proportion, in the many peripheral countries of this type, has been 
kept unduly high in the past simply by the poverty of the domestic 
economy? World income is a more basic criterion of world prosperity 
than the volume of international trade. 

The characteristically important role which international trade 
played in the world economy of the nineteenth century was partly due 


| 

) 


GROWTH IN UNDERDEVELOPED COUNTRIES 577 


to the fact that there was a periphery—and a vacuum beyond. The 
trade pattern of the nineteenth century was not merely a device for 
the optimum allocation of a given volume of resources; it was, as D. H. 
Robertson put it, “above all an engine of growth,’ but of growth 
originating in and radiating from the early industrial centers. Even in 
this country we have been so accustomed to regard the early nineteenth 
century pattern as normal that we seldom stop to notice that the eco- 
nomic development of the United States itself has been a spectacular 
departure from it. 

With the spread of industrialization, we have, however, noticed that 
the major currents of international trade pass by the economically 
backward areas and flow rather among the advanced industrial coun- 
tries. Balanced growth is a good foundation for international trade, as 
well as a way of filling the vacuum at the periphery. 


IV 


Let us turn now to the supply side of the problem of capital forma- 
tion for economic development. Here the circular relationship runs 
from the low-income level to the small capacity to save, hence to a lack 
of capital, and so to low productivity. It seems to be a common view 
that the capacity for domestic saving in underdeveloped countries de- 


pends on an initial increase in productivity and real income, because 
the existing level is too low to permit any significant margin of saving, 
and that some form of outside help—say, foreign investment—is re- 
quired to bring about this initial improvement and so break the 
vicious circle. 

This theory begins to look a bit shaky as soon as we realize that it is 
not only the absolute but also the relative level of real income that 
determines the capacity to save. Although the absolute level of even 
the poorest countries has risen, it is doubtful whether saving has be- 
come any easier; on the contrary, it may have become more difficult 
for them, because there has occurred at the same time a decline in their 
relative income levels in comparison with those of the economically 
advanced countries. The hypothesis seems to me plausible and, at any 
rate, worth considering. The great and growing gaps between the in- 
come levels of different countries, combined with increasing awareness 
of these gaps, may tend to push up the general propensity to consume 
of the poorer nations, reduce their capacity to save, and incidentally 
strain their balance of payments. 

As we have seen from J. S. Duesenberry’s recent book, Jncome, 
Saving and the Theory of Consumer Behavior, the hypothesis that 


*“The Future of International Trade,” Economic Journal, March, 1938, p. 5. 
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individuals’ consumption functions are interrelated rather than inde- 
pendent helps to account for certain facts that have seemed puzzling. 
The interdependence of consumers’ preferences can affect, in particu- 
lar, the choice between consumption and saving. The reason, for 
instance, why 75 per cent of families in the United States save virtu- 
ally nothing (see page 39) is not necessarily that they are too poor 
to save or do not want to save; the main reason is that they live in an 
environment that makes them want new consumption goods even more. 
The reason is largely what Duesenberry calls the “demonstration 
effect” (page 27) of the consumption standards kept up by the top 25 
per cent of the people. When individuals come into contact with 
superior goods or spending patterns, they are apt to feel a certain ten- 
sion and restlessness: their propensity to consume is increased. 

These forces, it seems to me, affect human behavior to a certain 
extent in international relations as well. The consumption functions of 
different countries are in some degree interrelated in a similar way. 
On the international plane, also, knowledge of or contact with supe- 
rior consumption patterns extends the imagination and creates new 
wants. 

The leading instance of this effect is at present the widespread imi- 
tation of American consumption patterns. The American standard of 
living enjoys considerable prestige in the world. And it is always easier 
to adopt superior consumption habits than improved production 
methods. True, American production methods are also widely imitated; 
sometimes, indeed, too closely. But generally this requires investible 
funds. The temptation to copy American consumption patterns tends 
to limit the supply of investible funds. 

The intensity of the attraction exercised by the consumption stand- 
ards of the economically advanced countries depends on two factors. 
One is the size of the gaps in real income and consumption levels. The 
other is the extent of people’s awareness of them. Even though the 
poorer countries have probably all increased their per capita income 
over the last hundred years, the gaps have tended to widen. The posi- 
tion we have now reached is that two-thirds of the world’s income goes 
to less than a fifth of the world’s population in the most advanced 
countries, while at the bottom of the scale two-thirds of the world’s 
population receives less than a sixth of the world’s income; and that 
the average per capita income of the former group is about seventeen 
times as high as that of the latter.’ The estimates on which these calcu- 
lations are based are in many cases extremely crude, but probably not 


* National and Per Capita Incomes in 70 Countries, 1949 (Statistical Office of the United 
Nations, 1950). 
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grossly misleading. They do not, of course, take account of voluntary 
leisure, which is one way in which the advanced nations have taken out 
their gains. 

The gaps are great, but equally important is the fact that contact 
and communication are closer than ever before, so that knowledge of 
these gaps has increased. Think of such recent inventions as the radio, 
aviation, and the American movies. Communication in the modern world 
—in the free world at any rate—is close, and so the attraction of ad- 
vanced consumption standards can exert itself fairly widely, although 
unevenly, in the poorer parts of the world. 

This attraction is a handicap for the late-comers in economic develop- 
ment. It affects not only voluntary personal saving but also makes it 
politically more difficult to use taxation as a means of compulsory sav- 
ing and to resist demands for government spending on current account. 
Some of the backward countries have large masses of disguised unem- 
ployment on the land, which could be mobilized for real capital 
formation, but not without strict curbs on any immediate rise in con- 
sumption. Others may hope to introduce improvements in agricultural 
techniques so as to release labor from primitive subsistence farming and 
make it available for capital works, but again not without restraints to 
prevent the increment from being immediately consumed. The use of 
potential domestic sources of capital can be seriously hampered by the 
dissatisfaction and impatience which the demonstration effect tends to 
produce. 

The traditional view of international economic relations generally 
implies that a high level of productivity and real income in one country 
cannot hurt other countries and that, on the contrary, prosperity tends 
to spread. Of course there are many ways in which a country’s pros- 
perity will help its neighbors. But the particular effect now discussed is 
unfavorable. It puts an extra pressure on countries with a relatively 
low income to spend a high proportion of it. (This is quite apart from 
and in addition to the fact that some nations suffer from a cultural 
aversion to saving, due to the presence of traditional forms of con- 
spicuous consumption. However, the “demonstration effect” imposes 
no additional strain on saving capacity when it leads merely to a 
switch from native to imported forms of consumption. ) 

A very poor society might find it extremely hard to do any saving 
even if it knew nothing about higher living standards in the outside 
world. The vicious circle that tends to keep down the volume of saving 
in low-income countries is bad enough by itself. The point is that it is 
made even worse by the stresses that arise from relative as distinct 
from absolute poverty. 
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The poorer nations, in contact with the richer, feel continually im- 
pelled to keep their money incomes and outlays above what is war- 
ranted by their own capacity to produce. The result is an inflationary 
bias at home and a persistent tendency towards disequilibrium in the 
balance of payments. The doctrine of comparative advantage is, in my 
opinion, an effective answer to the simpler forms of the productivity 
theory of the dollar shortage. Yet here we seem to have reached, by 
the back door as it were, a theory of balance-of-payments disequilib- 
rium based similarly upon differences in general levels of productivity. 
However, the comparative cost principle is fully respected. Disequilib- 
rium results, not because productivity determines a country’s export 
costs and competitive strength in the world market, not because the 
most productive country necessarily undersells all the others in all 
lines; disequilibrium results because a country’s productivity deter- 
mines its real income and consumption level and because differences in 
levels of living, when they are very large and widely known, exert an 
upward pressure on the consumption propensity of the poorer coun- 
tries. In the classical view, a lack of balance in international trade can 
persist only because some countries try to “live beyond their means.” 
We have now a simple explanation of why some countries do, in fact, 
persist in trying to live beyond their means. 

The inflationary pressures and balance-of-payments difficulties are 
not, as such, the basic trouble. They could conceivably come from in- 
creased capital outlays and not from consumer spending. The trouble 
is that the demonstration effect leads directly to increased consump- 
tion, or attempts at increasing consumption, rather than investment. At 
least it makes an increase in saving peculiarly difficult as and when 
incomes and investment increase. It is for this reason that international 
income disparities may have to be treated not merely as a source of 
strain in the balance of payments but actually as an impediment to 
capital formation in the poorer countries. 


VI 


The almost universal countermove of the underdeveloped countries 
both to suppress the disequilibrium in their balance of payments and, 
what is more important, to offset the attraction of superior consumption 
patterns is the restriction of imports and especially of imports of a 
so-called “luxury” or “semiluxury” character. There is a widespread 
notion that a country, by cutting down imports of consumption goods 
through direct controls or prohibitive duties, can make more real 
capital available for its economic development in the form of imports 
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of capital goods. Governments seem convinced that they are promoting 
the formation of capital whenever, in their commercial policy, they 
banish consumable imports in favor of imports of machinery and 
equipment. 

This simple idea that more capital can be got merely by pinching 
and twisting the foreign trade sector of the economy seems to me to be 
an instance of the fallacy of misplaced concreteness. The foreign trade 
sector of the economy enters into the circular flow of income. Every 
piece of capital equipment imported represents an act of investment 
which, in the absence of external financing, presupposes and necessi- 
tates a corresponding act of saving at home. If this act of saving is not 
forthcoming, the capital equipment imported may be offset by reduced 
investment or by disinvestment in the domestic economy, if the ex- 
penditure of money previously spent on consumable imports now 
draws away domestic factors from capital construction or maintenance. 
Only if this money is left unspent is the requisite saving generated 
quasi-automatically; this is possible but quite improbable. It is more 
likely that any net investment that may result from the increased 
imports of capital goods will be financed by the forced saving of infla- 
tion, as long as inflation has not yet passed the point where it ceases 
to be effective as an instrument of forced saving. It is possible, there- 
fore, although not certain, that “luxury import restrictions” will lead to 
some increase in the rate of capital formation in an underdeveloped 
country. 

Besides the quantity of investment, however, there is also a ques- 
tion of quality. Import restrictions unaccompanied by corresponding 
domestic restrictions will set up a special inducement to invest in 
domestic industries producing the goods—or substitutes for the goods 
—that can no longer be imported. If the domestic market is considered 
at all sufficient to warrant the establishment of such industries, the in- 
ducement may prove effective. But since it applies to the luxury and 
semiluxury type of goods, whose imports are restricted, the result will 
be that the country’s capital supplies, scarce as they are, and painfully 
brought into existence, will be sucked into relatively unessential uses. 

The luxury import restrictions of the underdeveloped countries in the 
world today seem to represent, in the last analysis, a desperate effort 
to offset the handicap which the demonstration effect imposes on the 
poorer nations—an effort to isolate the local consumption pattern from 
that of the advanced countries and so to make possible more domestic 
saving and capital formation. This effort deserves our sympathy. But it 
attacks only the surface of the problem. It attacks only that part of 
the propensity to consume which directly involves expenditure on im- 
ported goods. The demonstration effect tends, however, to operate 
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through an upward shift in the general consumption function and not 
in the import consumption function alone. Luxury import restriction- 
ism does not stop this pervasive indirect influence of international dis- 
crepancies in consumption levels. A more basic attack would be com- 
pulsory saving through public finance, although this is precisely one of 
the things that is made politically more difficult in the poorer countries 
by the great discrepancies in living standards. 

Far more radical forms of isolation than luxury import restrictions 
have played a part in the development of two important countries. It 
is well known that Japan, in the early course of her industrialization, 
imitated the Western World in everything except consumption pat- 
terns. She had kept herself in a state of isolation for centuries, and it 
was comparatively easy for her to maintain this isolation in regard to 
consumption patterns. There is no doubt that this was part of the 
secret of her success in domestic capital formation. 

The other instance of radical isolation is Soviet Russia’s iron curtain 
(which of course is not merely a result of the present tension but was 
well established before World War II). While it certainly has other 
reasons for its existence, I am inclined to attach significance also to its 
economic function; that is, to the possible “materialist interpretation” 
of the iron curtain. Anyway, it illustrates the possibility that isolation 


may help to solve the economic problem of capital formation, in a 
world of great discrepancies in national living standards, by severing 
contact and communication among nations. Without communication, 
the discrepancies, however great, may become of little or no consequence 
and the “demonstration effect” may lose at least some of its potency. 
That this might be a possible and perhaps a necessary solution is a 
disquieting thought, and one naturally turns in search of an alternative. 


VII 


Could it be that the alternative lies in unilateral income transfers or, 
in plain English, gifts from rich to poor countries? The foreign aid 
programs of the United States have certainly departed from tradi- 
tional practices, and it may be that we have seen the beginnings of a 
system of international income transfers, comparable to the transfers 
that take place within a country as an automatic result of taxation pro- 
portional to income or, still more, of progressive taxation. A system 
of international grants-in-aid does not stem from any economic mech- 
anism of the market place; nor does the principle of progressive taxa- 
tion. Both are based on political value judgments, and both arise from 
pressures having to do with the coexistence and increasingly close asso- 
ciation of people at widely different levels of material welfare. 

Suppose we have a model, then, where on the one hand international 
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income disparities open up gaps in the balance of payments and on the 
other unilateral income transfers come in to fill these gaps. Is this a 
sufficient and satisfactory solution to the problem of capital forma- 
tion in the poorer countries? Clearly it is not. If nature is left to take 
its course, the income transfers coming in will be used in these coun- 
tries for the satisfaction of the higher propensity to consume that is 
brought about by the disparity in real-income levels. No permanent 
basis will be created within the country for higher living standards in 
the future. It is nearly always possible to some extent to substitute 
foreign aid for domestic saving so that consumption is increased and 
no net contribution is made to the rate of total capital formation. It 
can happen even if the foreign resources are tied to specific produc- 
tive projects. The point is not, of course, that this is bad, but that it 
fails to contribute to the foundations of economic development. The 
attraction of advanced living standards can thus interfere, not only 
with the harnessing of domestic saving potentials, but also with the 
effective use of external resources for economic development. It makes 
it more than ever necessary for an underdeveloped country to keep a 
tight rein on the national propensity to consume. 

This applies obviously to autonomous international investment and, 
perhaps less obviously, also to improvements in the terms of trade. An 
improvement in the terms of trade puts at the country’s disposal addi- 
tional outside resources that can be used to promote economic devel- 
opment. By itself, however, it means simply an increment in the coun- 
try’s current income, derived from foreign trade. Without the corres- 
ponding domestic saving, this increment cannot lead to any net increase 
in the rate of investment. Here again the real task is not to extract 
more capital goods from foreign trade but to extract more saving from 
the national income. 

The upshot is that external resources, even if they become available 
in the most desirable forms, are not enough. They do not automatically 
provide a solution to the problem of capital accumulation in under- 
developed areas. No solution is possible without strenuous domestic 
efforts, particularly in the field of public finance. 


THE FISCAL AND MONETARY IMPLEMENTATION OF 
DEVELOPMENT PROGRAMS 


By Joun H. ADLER 
International Bank for Reconstruction and Development 


I 


I have chosen this topic because I—and no doubt many others— 
have become increasingly aware of the cleavage which prevails in 
theory as well as in practice between the preparation of development 
programs and the development of financial and monetary policies for 
their implementation. The period since the end of the war produced 
some striking examples of the preparation of development programs 
in vacuo, with an almost pathetic disregard for the fiscal and monetary 
realities of the situation. A large proportion of the death rate of am- 
bitious development programs has been due to the lack of liaison be- 
tween the planners, official and unofficial, and the authorities in charge 
of the formulation of fiscal and monetary policies. An incidental conse- 
quence of this situation has been the great emphasis—and sometimes 
misguided overemphasis—on the role which foreign loans and foreign 
investment in general can play in the implementation of development 
programs. 

Before proceeding with a discussion of the role of fiscal and mone- 
tary policies as tools of economic development, a few remarks about the 
process and the key problems of economic development appear neces- 
sary. These remarks may appear naive and primitive to some and 
outright unnecessary and boring to others. I propose to make them, 
nevertheless, because I feel that without them a general treatment of 
my subject is impossible. 


II 


In the current writings on problems of economic development, it has 
become fashionable to discuss the process of economic development 
exclusively in macroeconomic terms; namely, the rate of investment 
and the level of consumption. The analytic diagnosis of the economics 
of underdevelopment in macroeconomic terms is very simple indeed: 
per capita production is low and therefore consumption at a politically 
and socially irreducible minimum absorbs all but a small fraction of 
total output. The difference between total production and total con- 
sumption is too small to permit a rate of capital formation sufficient to 


| 

fi 
} 
| | 


GROWTH IN UNDERDEVELOPED COUNTRIES 585 


produce an increase in production over and above the rate of popula- 
tion growth. 

If this diagnosis is correct and complete, there are actually only two 
ways out of this otherwise dismal situation. One is curtailment of the 
consumption of the thin layer of the well to do; the other is reliance on 
foreign capital, preferably, at least in part, in the form of grants, since 
the burden of debt service on loan capital or direct investment would 
soon become intolerably heavy. 

I submit that for several reasons this analysis is sometimes faulty, 
but mostly and mainly it is incomplete. It is faulty if investment is 
defined in the conventional terms of national accounts which consider 
as investment only the additions to the sum total of fixed capital, 
inventories, and international reserves. This definition is largely inap- 
plicable to economies with a low level of economic development be- 
cause “investment in economic development” obviously also includes 
such current expenditures as technical training, health services, the pur- 
chase of implements, and the acquisition of improved seeds. 

This brings me from the obvious to the more fundamental second 
proposition. The analysis of the process of economic development 
which runs exclusively in aggregative terms is insufficient, because it 
either assumes that the composition of total investment is fixed or 
virtually unchanging over long periods, or it implies that its composi- 
tion is at an optimum which by definition cannot be improved. The 
preoccupation with the investment aggregate may be a proper tool in 
the analysis of the cyclical fluctuations of industrialized countries 
where this aggregate can be considered as one of the important de- 
terminants of income and employment and where actually its internal 
composition may not matter or, at any rate, may not matter much. But 
in an underdeveloped economy which is defined as one in which the 
level of output determines at any given moment the level of investment, 
this method of analysis falls short of its ultimate objective of arriving 
at normative conclusions. The focusing of attention upon investment 
as an income and employment creating factor of paramount importance 
apparently resulted in a neglect of what lies behind all investment 
activity: the net addition to total ouput which results from new in- 
vestment in the broad definition offered before. It is, I submit, the net 
addition to total output which aggregate net investment produces which 
must be made the point of departure of any analysis of the process of 
economic development and its problems. 

Let me say at once that the net additional output which I have in 
mind is conceptually difficult and statistically almost unmanageable. 
If we conceive of aggregate net investment as a continuous process of 
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an economy in which the level of consumption, the terms of trade, and 
the rate of population growth are constantly subject to the impact of 
cyclical or random changes, it is virtually impossible to determine sta- 
tistically what the net additional output of total net investment is at 
any given period. In the first place, net additional output has a time 
dimension and it is therefore difficult to reduce it (by proper discount- 
ing or capitalization) into a one-dimensional magnitude. A thousand 
dollars’ worth of fertilizer may produce within the first year of its 
application an increase in crops of $2,000 or $3,000. There, if we 
assume that this additional crop is readily absorbed in the market with- 
out further repercussions—perhaps because it replaces imports or 
because the price elasticity of demand for the particular agricultural 
product is unity—the measurement of the net additional output is 
simple. The addition to the net national product which flows from a 
hydroelectric plant, on the other hand, is exceedingly complex. In the 
first place, the life span of the hydroelectric project is likely to extend 
over several decades. In the second place, the technological indivisi- 
bility of the hydroelectric unit makes it difficult to conceive of the 
absorption of its total output in the economy without additional inputs 
in the form of electric equipment and without the decline of some other 
form of output—perhaps the agricultural production of labor trans- 
ferred from agriculture into a new electricity-using industry. But in 
spite of these conceptual difficulties, it may be possible to make the net 
addition to total output of each unit of investment expenditure com- 
parable. But it would be wrong to jump from the device of a common 
denominator to the hopeful conclusion that the problem of economic 
analysis is solved by the simple stipulation that the net addition to 
total output of a given volume of aggregate investment is maximized 
if the marginal net output is equal in every use of investment. Because 
in order to achieve an optimum flow of net additions to total ouput, the 
technological and organizational aspects of the economy must be taken 
into account. 

This is but another way of introducing the concept of external econ- 
omies. It may be assumed that in the equalization of the marginal net 
output of each unit of investment the existing external economies are 
already taken into account, but in the course of the investment process 
new external economies are bound to emerge or, more properly, if an 
optimum investment flow is to be attained, an attempt must be made 
to create additional external economies. 

The concept of external economies, though introduced into economic 
theory several decades ago, has in my opinion never been adequately 
explored. It is partly technological in nature and partly organizational. 
The size of the firm or, more appropriately, of the plant—the hori- 
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zontal and vertical integration of the process of production—is the 
most obvious and most simple type of external economies. The size of 
the industry which can make use jointly of such facilities as a pool of 
technical skill, a common source of raw materials, and transportation 
facilities, represents the wider aspect of external economies. And 
finally, there is the size of the economy itself which provides further 
external economies in the form of a better utilization of social over- 
head capital, the availability of which is shared by many industries, 
and which permits a better division of labor. 

Perhaps another group of external economies should be added to 
this list—a group which in the past appears to have played a major 
role in accelerating the process of economic development. These are the 
external economies which are provided by the world economy as a 
whole through the exchange of goods and services at mutually advan- 
tageous terms. 

It seems to me that the currently fashionable comparisons between 
the process of development of the now mature countries of Europe and 
North America with that of the still underdeveloped countries neglect 
a key issue if they fail to take explicit account of the extent to which 
external economies have determined the rate of economic growth in the 
various economies. It would be a most worth-while undertaking for any 
economic historian to throw some light on the interaction, technological 
as well as organizational, of the various industries which began to 
develop toward the end of the eighteenth century in England and some 
hundred years ago in the United States, on the one hand, and in Ger- 
many and other parts of Western Europe, on the other. Perhaps the 
present differences in the stage of economic development of various 
countries can be explained—or, at any rate, can be explained more ade- 
quately—by investigating why in some countries external economies 
did come off while in others they did not materialize. Obviously, the 
availability of resources and the size of the market had something to 
do with these differences in the evolution of externa! economies, but any 
explanation based on these two major factors alone appears unsatisfac- 
tory. It may well be that the colonial status in which the underde- 
veloped countries of today found themselves a hundred and fifty years 
ago may have something to do with the differential rate of the evolu- 
tion of external economies. These countries depended for their organi- 
zational social overhead, particularly in marketing and transportation, 
on their respective mother countries. Moreover, it seems that economies 
which are mainly engaged in primary production, as colonial areas 
always were, did not develop those external economies which are 
derived from the creation of social overhead capital. True, social over- 
head capital in the form of transportation and communication facilities 


| 


588 AMERICAN ECONOMIC ASSOCIATION 


was developed in Latin America and in the Far East relatively early. 
But these facilities served only the relatively narrow sectors of the 
export trade; they did not help diversification and the development of 
manufacturing industries. 


Ill 


If the preceding analysis appears plausible, several conclusions can 
be drawn therefrom. In the first place, the advice which in the last few 
years has been given so often to underdeveloped countries that the 
main emphasis in their developmental pursuits should be laid on the 
technological improvements in the extractive industries, particularly in 
agriculture (since improvements in agricultural production will affect 
the largest proportion of their population), is in need of substantial 
modification. It is probably true that investment (in the broad sense 
of the term) in the improvement of agricultural production is highly 
productive and that the ratio between net additional output and invest- 
ment is likely to be high, but if the experience of the mature coun- 
tries can be taken as a precedent, it seems that an expansion of agri- 
cultural production, particularly if extensive methods of cultivation 
are used, does not create those external economies which seem to be an 
essential prerequisite for an acceleration of the rate of economic de- 
velopment. In other words, while it may be true that emphasis on agri- 
cultural improvements may yield positive and welcome results in the 
form of larger availabilities of foodstuffs and agricultural raw ma- 
terials, and therefore of a higher real per capita income, these improve- 
ments will not set into motion a cumulative process of development 
which has characterized the economic history of the countries which 
enjoy the highest per capita income. This is not to say that the stimula- 
tion of manufacturing industries alone is the most suitable technique 
of economic development; rather, the “balanced growth” of all sectors 
of the economy appears to be the more appropriate prescription which 
in the past produced the high income levels of the United States, 
Canada, and Australia. But a policy along these lines requires the 
application of large investment expenditures for the creation of social 
overhead capital, which in turn will facilitate the development of both 
manufacturing industries and agriculture. 

The second observation (which flows from the concept of the maxi- 
mization of net additional output rather than from the significance of 
external economies) pertains to the choice of productive techniques 
most suitable for underdeveloped countries. In a public document 
dealing specifically with Latin America, the proposition has recently 
been advanced that it would be wrong to apply the most modern tech- 
niques of production to underdeveloped countries because their supply 
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of labor is relatively more abundant than the supply of capital goods. 
Therefore, the argument continues, the laborsaving techniques of pro- 
duction of the more advanced countries will have to be adapted to the 
supply situation prevailing in underdeveloped countries. 

The merits of this argument are in my opinion limited. True, in 
industries which are characterized by the prevalence of continuous 
equal output curves, it is more economical to utilize relatively more 
labor and relatively less capital if the cost of labor is low relative to 
that of capital. But whether economic theorists like it or not, it seems 
that the equal output curves of most industries are discontinuous, and 
therefore a variation of the capital-labor ratios is possible within 
narrow limits only. Therefore, if optimum production techniques are 
to be used, the relatively large utilization of labor is possible in a small 
number of industries only. 

The relative supply of the factors of production is highly relevant, 
however, in the determination, through planning or through automatic 
market forces, of the composition of the aggregate flow of investment 
which consists of an array of single projects which spans the whole 
range from highly capital-intensive to highly labor-intensive techniques 
of production. That is to say that a rational development plan in a 
country with an abundant supply of labor still may provide for the use 
of the most modern roadbuilding equipment instead of the employment 
of labor-intensive pick-and-shovel techniques on the one hand and the 
introduction of simple foot looms for the development of textile handi- 
craft on the other. It is the capital-labor ratio of the development 
process as a whole which has to take account of the relative scarcity 
of the various factors of production and not the choice of productive 
techniques in each productive unit. 

In the third place, it follows directly from the diagnosis of the im- 
portance of external economies as a factor determining the rate of 
economic growth that in the formulation of development policies great 
emphasis must be laid on the creation of social overhead capital. The 
importance of creating social overhead capital is, of course, nothing 
new and, as a matter of iact, it has been pointed out again and again 
in the various public documents dealing with problems of economic 
development, such as the Gray Report, the Rockefeller Report, and 
the report of the experts to the Economic and Social Council of the 
United Nations. Moreover, a number of Latin-American countries have 
practiced in recent years what the experts have preached and have 
made large expenditures for the production of social overhead capital 
in the form of highways, power installations, waterworks, hospitals, 
and technical training facilties. It has been charged, however, that in 
some instances these expenditures have been ill-advised because, it is 
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claimed, the same amount of investment would have produced larger 
and especially more immediate returns if it had been devoted to such 
short-run purposes as agricultural improvements. There is, of course, 
no way in which this proposition can be verified; but even if it could 
be, it does not follow therefrom that the concentration of public de- 
velopmental expenditures on social overhead capital is uneconomical. 
Quite to the contrary, if the rate of economic growth of underdeveloped 
countries is to be accelerated, main reliance has to be placed on the 
creation of external economies through the availability of social over- 
head capital. 

The fourth conclusion which seems to flow from the preceding dis- 
cussion of the role of external economies is that the frequently held 
notion that capital in underdeveloped countries is more productive than 
in developed countries is in need of a thorough revision. It is true that 
in underdeveloped countries capital is scarcer and therefore, other 
things being equal, its marginal productivity higher. But this com- 
parison is improper because of the ceteris paribus clause. Other things 
are not equal, because external economies in existence and in the mak- 
ing are not the same as in developed countries. 

Two simple examples may be sufficient to illustrate this point. If in 
an advanced country a farmer decides to mechanize, all he has to do 
is purchase a tractor and other agricultural machines of a design suita- 
ble for the land which he works and the crops which he produces. He 
does not have to worry about fuel supply nor about transportation of 
the fuel nor about repair and maintenance services. All these external 
services are readily available to him. Moreover, he can assume that 
their quality and quantity will not deteriorate but constantly improve. 

The farmer in an underdeveloped country who wants to mechanize 
his production cannot rely on these external economies. Prior to the 
purchase of agricultural machinery, he may have to investigate and 
perhaps experiment to discover what type of agricultural machinery 
is most suitable for his land and his crop. He has to provide for his 
own transportation of fuel, since it is unlikely that a regular supply 
service is available. Besides, he has to train his own machine operators 
and arrange for his own repair facilities. External economies of the 
industry consisting of repair facilities and tank cars at the disposal of 
the industry as a whole, as well as external economies of the economy 
which consist of public transportation facilities in the form of railroads 
or highways, are not available. 

All this does not mean, of course, that the marginal productivity of 
his machinery is different from that used in a more advanced country. 
But it does mean that the total amount of initial investment needed 
for the mechanization of agricultural production is likely to be a 
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multiple in an underdeveloped country of what it is in an advanced 
economy. For this reason, the ratio of net additional output to capital 
investment is likely to be smaller in the underdeveloped country. 

In the case of manufacturing industries, the situation is similar. 
Again, the external economies of public power, of transmission lines, of 
technical training of the labor force, of managerial and supervisory 
experience, and of a reliable source of supply of raw materials are 
lacking. Incidentally, it is this lack of external economies which pre- 
sumably is more responsible than any other factor for the limited 
volume of small and medium-sized foreign investment in underde- 
veloped countries; or conversely, it may be considered as one of the 
main causes for the fact that private foreign investment has been con- 
centrated in large-scale enterprises which compensate for the lack of 
external economies of the industry through the horizontal and vertical 
integration of the processes of production. 

My reference to the common overestimate of the marginal produc- 
tivity of capital in underdeveloped countries is obviously in need of 
reconciliation with the fact that in most business enterprises in under- 
developed countries profit margins are high in comparison with those 
prevailing in more advanced countries. Upon closer scrutiny, however, 
it appears that my observation is not really contradicted by the facts. 
In the first place, the large entrepreneurial profits prevailing in under- 
developed countries are largely due to the quasi-monopolistic and 
monopsonistic position which many of the producers enjoy. Moreover, 
what little information we have of the market structures of under- 
developed countries seems to indicate that the addition of one or two 
firms into an industry very frequently leads to a sudden collapse of 
the monopolistic position of the old firms and to a temporary approxi- 
mation of profitless pure competition—until the situation is cleared 
again by bankruptcy or merger. In other words, while the profits of 
the intramarginal firm are likely to be high, those of the first extra- 
marginal producer are likely to be low. 

Moreover, there are in most underdeveloped countries at least two 
sectors of the economy in which external economies have been de- 
veloped. These sectors usually are the export industries and commerce, 
particularly that engaged in import trade. In these sectors, external 
economies of the industry exist in the form of transportation and 
processing facilities and in a steady supply of skilled and semiskilled 
managerial and supervisory personnel. They are supplemented by the 
external economies of the fourth type; i.e., those provided by the inter- 
national organization of world trade. It is for these reasons that private 
investment in underdeveloped countries tends to perpetuate itself in the 
traditional lines of export and commerce, and the development of agri- 
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cultural and manufacturing industries for the internal market is lag- 


g. 

The fifth and last observation in this context pertains to the reliance 
on competitive market forces as a criterion for the desirability of any 
particular type of investment. Given (a) the time dimension of the 
previously introduced net additional output concept and the obvious 
differences in the time preferences of individual entrepreneurs, (5) the 
absence or at least uneven distribution of social overhead capital in the 
various sectors of the economy, (c) the imperfections in the factor and 
the product markets which are the result of the limited availability of 
social overhead capital and of the low level of general education and 
technical training, and (d), last but not least, the resulting skewed 
distribution of income and property—it is hard to see how the sum 
total of all private entrepreneurial decisions will produce the maximum 
of social benefits for the economy as a whole. From the point of view 
of the individual entrepreneur, it may be quite rational and most 
profitable to invest in the establishment of movie houses, lipstick fac- 
tories, or in the construction of luxury-type real estate; but from the 
point of view of the economy as a whole, and particularly under the 
criterion of its “external-economies significance,” this type of invest- 
ment is decidedly undesirable. In other instances, the desirability or 
undesirability of a particular kind of investment is likely to be less 
clear, but the contribution which any investment makes to the sum 
total of external economies of an industry or of the economy as a whole 
may provide a rough yardstick. 

This criterion may not be sufficient, however, in view of the uneven 
distribution of income and wealth. The concepts of what constitutes a 
desirable pattern of consumption of goods and services of the well-to-do 
classes may differ very substantially from those of the lower income 
groups. In that case, a further value judgment criterion based on the 
contribution which the net additional output of a particular investment 
will make to the availability of goods and services to the modal income 
group and those below may have to be introduced. Finally, the ap- 
praisal of the desirability of any particular type of investment may 
have to be based on a political or social judgment as to the time prefer- 
ence of the enjoyment of goods and services of the majority. This 
judgment is not likely to coincide with that of the private enterpre- 
neurial class if the short-term returns on speculative transactions and 
from capital gains on inventories are high. 


IV 


We can now turn to the consequences which the preceding observa- 
tions have for the formulation of fiscal and monetary policies in under- 
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developed countries. If we start out again with the oversimplified 
proposition that in an underdeveloped economy the rate of capital 
formation is by necessity small because the per capita income of the 
bulk of the population is so low that it is almost completely consumed, 
we are still left with the problem of how an optimum composition of the 
flow of investment can be achieved. We then have to consider what 
monetary and fiscal measures should be adopted which eventually will 
lead to an increase of the level of total savings and thus permit an 
expansion of the flow of investment.* 

It follows directly from my previous observations that the rate of 
economic growth can be enhanced, though perhaps only after an 
interval, through the building up of social overhead capital. Two propo- 
sitions flow therefrom. In the first place, it is quite obvious that the 
major part of the financial burden of the expenditures for social over- 
head capital has to be borne by the government. It is difficult to gen- 
eralize about the specific form which this social overhead capital should 
take. Depending on the situation prevailing in particular economies, 
the highest priority may be for transportation facilities or public 
power or hospitals or agricultural extension services. The criterion to 
be applied for the establishment of priorities—which appear unavoid- 
able in view of the technical indivisibility of many projects—are, as 
indicated above, the yield in terms of net additional output and the 
extent to which these new facilities represent external economies for 
the economy as a whole. Secondly, the objective of attaining an opti- 
mum composition of the investment flow requires fiscal measures to 
curtail less desirable private investment expenditures and monetary 
controls which prevent, or at least curtail, such private expenditures. 

On the fiscal side, such a policy would call for a rather steep pro- 
gression of the tax structure. This, of course, immediately brings to 
mind the introduction or improvement of direct income taxes which 
many fiscal experts have considered a cure-all of the fiscal problems 
of underdeveloped countries. In passing, I might say that I represent 
a minority of at least one with the opinion that a progressive income 
tax is not necessarily the best and by no means the only solution of 
the fiscal problems of underdeveloped countries. If the tax burden of 
the well-to-do classes is to be increased, partly in order to eliminate the 
least desirable forms of private investment and partly to curtail their 
conspicuous consumption expenditures, it may be preferable not to 
rely too much on the income tax because of the administrative problems 

* The discussion would have to be rounded out by a description of the balance-of-pay- 
ments problems which are likely to arise in the course of the development process and of 
the role of foreign investment in this process. For limitation of space, I am unable to deal 


with these topics. I realize that I thereby do some violence to the subject particularly 
since I thus neglect some of its most important analytic and policy aspects. 
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which beset the taxation of personal income in countries with a limited 
use of checking accounts, inadequate bookkeeping and accounting prac- 
tices, and laxity in public administration. Since the distribution of real 
property, both urban and rural, is in most underdeveloped countries 
more uneven than the distribution of income, it may well be that the 
incidence of a proportional property tax with a relatively high level of 
basic exemptions is more progressive than a personal income tax; be- 
sides, it is easier to administer. Furthermore, a higher level of property 
taxation may have some beneficial effects upon the prevalent habit of 
devoting private savings largely to the acquisition or construction of 
real property. 

Another way of increasing the tax burden of the upper income 
classes would be the introduction of luxury consumption taxes, par- 
ticularly on imported commodities. It is true that in many under- 
developed countries the heavy reliance on import duties as a source of 
fiscal revenues results in a highly inequitable distribution of the tax 
burden, but it is equally true that in the same countries import duties 
on luxury articles and commodities of conspicuous consumption are 
relatively low and that purchase taxes such as those in effect in the 
United Kingdom or in the United States are completely absent. The 
imposition of selective purchase taxes in underdeveloped countries ap- 
pears to be the more feasible because of the rather clear-cut differences 
in the consumption expenditure patterns of the bulk of the population 
and the highest income groups. This makes a distinction between 
articles of general consumption and articles of luxury consumption 
fairly easy. 

In many instances it may be found, however, that fiscal measures of 
a general nature are likely to be insufficient to affect the composition 
of aggregate investment. Therefore, general taxes may have to be rein- 
forced by selective measures, such as building permits or special license 
fees for the operation or the establishment of business enterprises less 
desirable from the point of view of the developmental needs of the 
economy. Conversely, full or partial tax exemptions may have to be 
introduced for those activities which are desirable because they pro- 
vide essential services for other industries and thus represent a form 
of external economy. These measures on the revenue side may have to 
be supplemented by the granting of operating subsidies or capital con- 
tributions to private or semipublic enterprises, always provided that 
their activities form an essential part of the optimum flow of invest- 
ment, The granting of subsidies may also be in many instances a superior 
alternative to tariff protection—a device to which many countries 
have resorted quite indiscriminately and without regard for the ad- 
verse effects of protective measures on the production cost of other 
industries and on the cost of living. 
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As to the proper monetary policies for the implementation of the 
policy objective of increasing the proportion of social overhead capital 
in the flow of total investment, it appears to be of primary importance 
to adjust the credit structure in such a way as to make the credit crea- 
tion for less desirable private investment more difficult and to make 
funds for desirable forms of investment more easily available. It is 
probably a direct consequence of the historical development of under- 
developed countries as primary-producing economies with a large for- 
eign trade sector that primarily those types of credit institutions are 
fully developed which serve what appear to be less desirable purposes. 
The commercial banks, on the one hand, provide short-term credit 
which enables the commercial community to carry large inventories and, 
incidentally, to hedge against inflationary pressures and to maintain 
the monopolistic and monopsonistic position of a relatively small group 
of merchants in the export and import trade. The second type of credit 
institutions which exists in many underdeveloped countries are mort- 
gage credit institutions—most of them, incidentally, established with 
public funds—which make it relatively easy to purchase land and real 
estate and to finance the production of export crops. But credit for 
public authorities or even for the purchase of raw materials and the 
financing of manufacturing production in general is virtually unavail- 
able. In recent years, newly established banking institutions of the 
development bank or development corporation type have somewhat 
relieved the need for private industrial credits; but in most under- 
developed countries it is still practically impossible for a public 
authority, such as a municipality or a publicly-owned utility enterprise, 
to obtain credit for the financing of social overhead capital facilities. 

General measures of credit control are, of course, in many instances 
rather crude tools of influencing the composition of investment and 
business activities, particularly in countries where bank credit finances 
only a small part of agricultural and manufacturing production. A 
large proportion of production and investment is usually financed with 
the entrepreneur’s own financial resources. Moreover, the amount of 
credit channeled outside the banking system, either in the form of 
open book credits or of private loans—usually at exorbitant cost to the 
borrower—is frequently very substantial. Finally, credit restrictions 
aimed at the foreign trade sector of the economy are likely to be offset, 
at least in part, by the alternative of obtaining credit from foreign 
sellers or from foreign banks. It would be wrong, however, to conclude 
therefrom that proper credit policies cannot make a major contribution 
to the direction of investment and production. All measures of credit 
policy are bound to “spill over” into those parts of the credit structure 
which are not directly affected by the monetary authorities of the 
economy. 
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In many countries, particularly in Latin America, the monetary 
authorities have become increasingly aware of the complexity of the 
problem of directing bank credit into “more productive” channels and 
of preventing or curtailing the flow of credit into less desirable forms 
of investment such as real estate, excessive inventories, or foreign ex- 
change hoards. They have not been too successful, however, in the 
solution of this problem, because it is usually easy for the borrower to 
construe a “productive purpose” for a loan application while at the 
same time devoting his own funds or those obtained outside regular 
banking channels for less productive but perhaps more profitable pur- 
poses. It is, of course, difficult to suggest a general solution of this prob- 
lem because the institutional framework of the credit structure differs 
from country to country; it is obvious, however, that the criterion of 
the “productivity” of a specific line of credit is insufficient and that 
in the granting of credit account has to be taken of all productive 
activities of the credit applicant. But it is difficult to do so if the 
credit structure is such that only certain types of credit, i.e., short-term 
commercial and long-term mortgage credit, are considered bankable. 


V 


Lest the impression be gained that the only aim of fiscal and mone- 
tary policies in an underdeveloped country is the rearrangement of 
investment expenditures for the purpose of accelerating the formation 
of social overhead capital and of favoring those private activities which 
are conducive to the development of external economies, I should per- 
haps re-emphasize that in the preceding discussion the sum total of 
resources which can be devoted to investment was considered as given. 
It is now high time that this restrictive assumption be relaxed. It is 
simple to do so if it is realized that in any economy in which the rate 
of net investment is greater than zero, the flow of investment con- 
stantly produces a net addition to total production. It follows from 
the stipulation of a positive rate of net investment that a certain pro- 
portion of net additional output will be saved—provided the net addi- 
tional output resulting from the flow of investment exceeds the rate of 
population increase. The experience of the postwar period or, more 
properly, what little statistical information we have about this experi- 
ence seems to indicate that in virtually all countries the rate of growth 
of the net national product has exceeded the rate of growth of the 
population. But it does not follow therefrom that the private ex ante 
propensity to save is positive and even less that it exceeds the prevail- 
ing average ex post propensity to save. It does follow, however, that a 
certain proportion of the net increase in total production can be saved, 
either voluntarily or through the adoption of proper fiscal and mone- 
tary measures. This is perhaps a not very elegant way of stating the 
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obvious; i.e., that the fiscal system has the function of implementing 
the social decision as to what proportion of the annual net additional 
output should be available for an improvement of consumption stand- 
ards and what proportion is to be devoted to capital formation. If the 
rate of capital formation is considered unsatisfactory—as it is ex 
hypothesi in the case of underdeveloped countries—then the only way 
to raise this rate (aside from foreign loans or grants) is to devote a 
larger proportion of the net additional output to investment than of the 
previously prevailing level of the gross national product. 

It is the neglect of this function of the fiscal system which in my 
opinion is the most important explanation as to why economic develop- 
ment in many underdeveloped countries has not attained a more satis- 
factory rate, in spite of a sizable volume of development expenditures 
in the last few decades. To some extent, and in some countries, in- 
creases in the rate of capital formation have been offset by an increase 
in the rate of population growth, while in other countries increases in 
output have simply been absorbed by an increased level of per capita 
consumption and—to make matters worse—without bringing about 
an appreciable redistribution of income. The proportion of the net 
additions to net aggregate output flowing from investment activities 
which can be siphoned off from the income stream and plowed back 
into the economy in the form of an increase of investment is, of course, 
limited, and it is futile to expect that more than a modest proportion of 
the net additions to output can be added to the flow of investment. But 
the significance of even a small annual increment to the investment 
stream must not be underrated. It takes only a table of compound inter- 
est to show that within a relatively short period of years a substantial 
increase in the rate of capital formation can be accomplished if a high 
marginal propensity to save can be obtained. A numerical example may 
illustrate this point. In a large number of Latin-American countries, 
the current rate of net capital formation exceeds 12 per cent. On the 
basis of very sketchy information, it may be estimated that the addi- 
tional net output which this flow of investment produces is of an order of 
magnitude of 30 per cent of the investment. Therefore, aggregate output 
increases by approximately 4 per cent of the net national product per 
annum and by approximately 2 per cent on a per capita basis if the 
population growth is 2 per cent per year. Now, if the marginal propensity 
to save pertaining to the net additional output is equal to the average 
propensity of .12, the rate of capital formation remains unchanged. But 
if we assume, for instance, that 25 per cent instead of 12 per cent of the 
additional output can be devoted to investment, both privately and by 
the government, it appears that the proportion of the national product 
which can be devoted to investment rises within five years to 13.2 per 
cent, within ten years to 14.3 per cent, and to 16.3 per cent within twenty 
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years.’ This numerical example does not allow, on the one hand, for a 
temporary decrease in the ratio between net additional output and in- 
vestment which may be caused by a substitution of slowly yielding for 
fast yielding projects. This omission is compensated and, if my preced- 
ing remarks about the significance of external economies are correct, 
more than compensated in the long run by the gradual rise in the ratio 
of net additional output to investment as a consequence of the operation 
of external economies. 

The fiscal implications of this point are quite clear. It would, of 
course, be futile to stipulate a high marginal propensity to save and 
to let it go at that. In order to obtain the desired increase in savings 
and to direct those savings into the most desirable channels, it appears 
essential that the government curtail through taxation the availability 
of additional output for consumption and utilize the additional income 
for an increase of development expenditures. It should be noted that 
this implies not only the maintenance of prevailing consumption stand- 
ards but their gradual increase—though at a lower rate than that which 
would prevail if the marginal savings ratio were equal to the average 
rate of savings. It also implies that the consumption of all households 
which share in the additional output of the economy must be curtailed. 
In practice, this may mean that certain taxes which for equity reasons 
appear undesirable may have to be maintained or even raised. If we 
know, for instance, that a large proportion of additional income is 
devoted by the lower classes to the purchase of liquor or of certain im- 
ported goods, then the additional consumption can be curtailed most 
efficiently by excise taxes or import duties. Needless to say that for 
reasons of equity and because of the salutary effects on the balance of 
payments, the consumption of nonessentials of the upper income groups 
should be curtailed more than those of the lower income brackets. But 
since the marginal propensity to consume of the lower income groups 
is presumably highest, taxes designed to affect the consumption of the 
well to do are likely to be insufficient to raise aggregate marginal sav- 
ings. 

On the institutional side, it may be necesary to assure the utilization 
of additional government receipts for development purposes through 
their assignment to special investment or development funds. One of 
the great difficulties which the fiscal operations of many underde- 
veloped countries had to cope with in recent years whenever an increase 
in government receipts was accomplished was the absorption of these 

*In passing, it should be added that in countries in which either the rate of capital 
formation is smaller, or the net additional product of investment is—for some reason— 
small, or the marginal propensity to save is equal to, or only slightly higher than, the 
average propensity, or a combination of any two of these unfavorable circumstances pre- 


vails, foreign loans, or grants, become necessary in order to bring about this dynamic 
process of a rising investment ratio, 
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additional monies through an increase of nonessential or less essential 
government expenditures. The result was that the curtailment of 
private consumption was offset by an increase of the communal con- 
sumption of government services which occasionally even may have 
made the distribution of income less equitable. In order to avoid the 
temptations which a “prosperous” public treasury entails, the segrega- 
tion of additional public receipts and their earmarking for develop- 
ment purposes appears essential. This segregation does not necessarily 
mean a violation of the principle of budgetary unity, which in under- 
developed countries is more important than in more advanced econ- 
omies which can more easily afford a less than optimum utilization of 
resources. If the investment funds available to the fiscal authorities can 
be utilized with a certain degree of flexibility and without tying them 
too closely to specific development projects, the principle of budgetary 
unity can be kept intact but at the same time an improvement of the 
disbursement pattern of public funds can be accomplished. 

I realize that in many countries the implementation of my fiscal 
prescriptions is bound to run into political difficulties, since they limit 
the extent to which the government can enhance its popularity by im- 
proving consumption standards in the short run. But the alternative 
of raising consumption in the short run or increasing the rate of in- 
vestment must be faced. 

In this connection, a word about the distribution of income and its 
connection with the rate of economic growth appears in order. Two 
points warrant some attention. One is that most studies on the distribu- 
tion of income neglect the redistribution of income, in money and in 
the form of communal services, which is brought about by the fiscal 
system. The incidence of taxation is only one aspect of the redistribu- 
tion of income through the fiscal system. It gives an erroneous impres- 
sion unless it is supplemented by the incidence of the benefits of gov- 
ernment expenditures which are derived by the various income groups. 
As the example of public expenditures for hospitals, sanitation, tech- 
nical training, etc., shows, there is no systematic difference between 
desirable development expenditures and expenditures from which the 
lower income groups derive the highest proportion of benefits. These 
benefits, though largely derived in kind, represent just as much an ad- 
dition to real income as the payment of taxes represents a curtailment 
of income available for consumption. 

Secondly, the emphasis on the creation of social overhead capital, 
as one of the basic prerequisites for the acceleration of the rate of 
economic growth, eliminates in my opinion the dilemma between the 
objective of alleviating the glaring inequality of income which prevails 
in many underdeveloped countries and the objective of increasing the 
rate of capital formation. A development policy which relies mostly on 
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private investment decisions must by necessity rely on a tax structure 
which does not adversely affect the income of the enterpreneurial class 
and thus is bound to perpetuate the inequality of income. A develop- 
ment policy, on the other hand, which primarily depends on the govern- 
ment to direct the flow and the composition of investment can increase 
the tax burden of the upper income groups without endangering the 
flow of aggregate investment, particularly since the entrepreneurial 
class is likely to derive benefits at least in proportion to its income from 
such social overhead capital as highways, communications, and im- 
proved port facilities. These social capital facilities are likely to widen 
the range of profitable investment opportunities and thus compensate 
the entrepreneurs for their increased tax burden. 


VI 


The references to the increase in total investment bring me to the 
concluding remarks of my paper. The first is the belated admission 
that I have omitted throughout this paper any reference to the prob- 
lem of inflation which is, of course, closely associated with the prob- 
lem of economic development. But in retrospect, I may stress that in 
the exposition of the process of economic development I emphasized 
changes in the composition of a given flow of investment and a gradual 
rise in total investments and not the inflationary sudden expansion of 
the rate of investment. Nevertheless, I am aware that in the course of 
even a well thought out and efficiently implemented development pro- 
gram, inflationary pressures are bound to arise—simply because the 
implied optimum allocation of resources is unavoidably accompanied 
by frictions in the factor and product markets, which take the form of 
price increases. Moreover, some of the fiscal measures which I sug- 
gested before are likely to set into motion shifts of the tax burden, and 
these shifts in turn may put the price level under pressure. I am not 
convinced, however, by the argument that the general price level most 
conducive to a rapid rate of economic development is a stable level. I 
suspect that the best price level, from the point of view of develop- 
ment objectives, differs from country to country; it lies somewhere 
between the extremes of stability without development and inflation 
without development. 

Finally a word about the frequently held notion that the problem of 
economic development can be dealt with through any short-term device 
such as a Marshall Plan for economic development. Economic recon- 
struction was, by definition, a one-time-injection proposition. By the 
same token, economic development is a slow-motion process which may 
have to be nursed along through decades and generations. 


DISCUSSION 


Horst MENDERSHAUSEN: The problem of furthering the development of 
underdeveloped countries and of making it compatible with the needs of the 
West transcends economics. We should be thankful to Ragnar Nurkse for 
drawing our thoughts to one interesting economic aspect, which is also of 
great cultural and political consequence. Attainment of Western, precisely 
American, consumption standards is a goal, at least one of the goals, of the 
change-conscious and change-desiring people in underdeveloped countries. It is 
a driving force of economic development, powered by a feeling of inferiority 
and lost time and sustained by the demonstrative displays of abundance and 
comfort in the advanced civilization. How inviting to imitation! 

But when those who have the means to imitate apply them to the immediate 
acquisition of the leisure producing and leisure filling foreign contrivances, the 
gradual economic rise of all is sacrificed to the immediate economic rise of 
some. If spent on importation of fine cars or the local production of 
good things for the well to do, the means are not available for the capital 
formation (industrial, agricultural, or overhead), the improvement of produc- 
tion, education, and so forth which economic development requires. It is a 
delusive shortcut to economic development. Also, as Western consumption 
standards are imitated by the few, Western standards of economic equality and 
security and the political and economic means to attain them are eagerly 
seized upon by the many. Thus the poor may join the rich in causing diversions 
of the small margin of disposable resources to current consumption. 

Naturally, economists point out that the business of developing countries 
is to accumulate capital, to restrict consumption, to save more. Before follow- 
ing Professor Nurkse along this line, I want to remark, however, that at some 
distance from the places of decision we run the risk of being a bit perfection- 
istic. Economic development cannot be separated from some immediate 
improvement of consumption without causing strains and stresses that may 
obstruct development itself. Problems of economic incentives and of political 
stability are involved. A dynamic native economy cannot develop without 
material rewards to managers and capitalists on the one hand and without the 
development of mass purchasing power on the other. A native democracy 
requires social services and labor organizations, which naturally press for 
higher real wages. On the other hand, cultural factors may oppose saving. 
These factors understandably limit the rate of capital accumulation in time. 
Nor should we overlook the consumption demands of certain powerful, al- 
though perhaps quite sterile, groups that sometimes cannot be brought in 
line without a major shift in political power. All these elements have to be 
weighed if a sensible policy of economic development is to be devised; and 
much attention must be paid to the problem of how much time will be needed 
to overcome the obstacles. In political economy you can go wrong just by 
going the right way too fast. 

Still, after allowance for these circumstances, a policy of frugality remains 
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a necessary basis of economic development. It must be applied at least to 
whatever income increases the developing country happens to experience. This 
brings me back to Professor Nurkse’s argument. If underdeveloped countries 
tend to live beyond their means, he argues, it is because they are under 
pressure to keep their money incomes and outlays above what is warranted 
by their levels of productivity. They are subject to Duesenberry’s demonstra- 
tion effect, which may be described as the disturbance of the peace of mind 
that you feel when you have the Sears Roebuck catalogue on your lap. Their 
relative income position, compared with the United States, certainly very low, 
may have declined over some time and their savings capacity, so it is sug- 
gested, may have fallen. A persistent inflationary drift and a tendency toward 
balance-of-payments troubles result from ‘nsufficient local saving. Faced 
with the attractions of Western consumption standards, the people find them- 
selves unable to save. 

One may take exception to some of the detail of this proposition. Relative 
incomes of underdeveloped countries may not have fallen in recent times, and 
the decline of their relative position over a century or two may not be relevant 
for this purpose. But it must be granted that the awareness of the existing 
degree of international income inequality has greatly increased of late, and this 
is sufficient for the argument. Also, the savings capacity may well have risen 
in a number of these countries, over some years, despite temptations to spend, 
and the temptation itself may have been checked at times by circumstances 
opposing a direct translation of higher incomes into higher expenditures on 
imports. But this does not diminish the importance of the proposition. I agree 
with Professor Nurkse that the underdeveloped countries are sorely tempted 
to waste scarce resources on “luxuries” —tempted by the same civilization that 
sends economists to them counseling frugality and capital accumulation. 

Temptation is of course a common thing in this world, and the question is 
what can be done about it? Two answers come to mind, You can recognize 
the temptation and counter it with abstinence. You can try to suppress the 
temptation. Usually the first answer has a slightly better chance of working 
and should therefore be recommended. Countries that really want develop- 
ment must be encouraged to resist the temptation of too rapid a rise of con- 
sumption. But where should they apply the policy of frugality? 

They may apply it at their frontiers by prohibiting or taxing the imports of 
nonessentials and furthering or directing the imports of essentials, whatever 
they may be. This, Nurkse suggests, may be a mistake, for the problem is 
one of their entire economy, not merely of foreign trade. That is certainly true, 
but one need not conclude that the underdeveloped countries should therefore 
abstain from “twisting their foreign trade sector.” The frontier is one con- 
venient place to apply the policy of frugality. Selective import controls seem 
necessary in many places to enforce it. 

But virtue at the frontier is not enough, and Nurkse rightly points out that 
it may be defeated by misdirection of domestic investment and also by the 
failure to save at home. Virtue must be installed in the ministry of finance 
and the central bank as well. On this there can be no argument. What the 
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right fiscal and monetary policy should be is another question. I am in sym- 
pathy with the ideas Adler put forward about the slowly rising price level as 
a good norm and about desirable kinds of taxation. Taxation may also provide 
an answer to the possible tendency of local investment, by domestic or foreign 
capital, to flow in the direction of nonessentials that are barred by import 
controls. A measure of discrimination seems to me unavoidable in fiscal as 
well as in foreign trade policy. 

Returning to the frontier, Nurkse comments on the economic rationale of 
iron curtains. They can go far in shielding the population against “demonstra- 
tion effects” and in enforcing rapid capital accumulation. This solution, with 
its implications of forced-draft capital accumulation and cultural and political 
hostility to the outside, presents sharply the threat of a defection of the 
developing country from the Western community. Perhaps a measure of 
isolation from foreign standards is necessary. (It might be quite wholesome in- 
deed where it resulted less from prohibition than from a fresh interpretation 
and reassertion of the local culture.) Perhaps defection is no necessary conse- 
quence of isolation. The experience with Yugoslavia and Spain may show us 
some possibilities of living and trading with self-isolated countries. But whether 
it is to prevent that isolation or to find a modus vivendi with it for the time 
being, we must turn to the field of outside economic assistance for the ingredi- 
ents of a constructive policy. Economists should leave no stone unturned in 
this field. International income transfers are not the sole solution to economic 
development, but they are the best device developed of late to keep the world 
economy from becoming increasingly segmented and an essential lever for 
whatever new economic integration the free world may be capable of achieving. 
Professor Nurkse’s observations on this point are highly welcome. I fully agree 
with them. 

External aid presents an opportunity to ease the social pains of economic 
development and to make it compatible with peaceful coexistence. It can make 
possible decisions where before there were only dilemmas; it can give time for 
gradual change where in its absence only revolution could work. On the other 
hand, I fully agree that external aid will not eliminate the need for greater 
local capital accumulation. The aid may be wasted in consumption, like any 
other income. It may become a vehicle of the demonstration effect. But it need 
not, and aid arrangements may provide the basis—and frequently the abso- 
lutely necessary basis—for increases in local productivity and saving. 

Can the United States turn off the perturbing demonstrations of its con- 
sumption standards? In general, the answer must be no. There is much to 
be shown with pride, and much that is closely linked to the production stand- 
ards we ought to broadcast. Beyond that, as long as we wish to be entertained 
by eye and ear filling displays of merchandise, catering to extravagance and 
conspicuous consumption, foreigners will have to find their own ways of de- 
veloping immunity to them. But where we address ourselves directly to the out- 
side world, as for instance in the small sector of government propaganda, we 
might possibly see to it that the spigot not be turned on overfull. There we 
should perhaps emphasize the features of frugality and saving that exist in 
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our society. When talking of our cars and homes, we should perhaps mention 
how we do our own fixing, washing, and painting, mostly without servants 
and retainers. This may at least help to dispel the fiction that we are just 
a nation of consumers. 

In concluding this discussion, I want to say that the disturbance caused by 
the demonstration of Western consumption is but a part of the great turbu- 
lence that has followed the response of the periphery to the examples of the 
center. Controlling that turbulence has become the dominant political issue 
of our time. It appears in Iran, Egypt, and Malaya in one form and in Latin 
America in another form. But it also is inherent in our relations with Russia 
and China. The great power struggle of today is going on between the teachers 
of economic development and the most robust and headstrong of their pupils. 
In the midst of this struggle, what do the teachers have to say to the rest of 
the class? Must the teaching and perhaps our own understanding of the 
Western way of life be revised to lessen its disturbing effects? I cannot escape 
the feeling that the problem of controlling the progress of consumption dis- 
cussed by Professor Nurkse calls for answers, not only from the underdeveloped 
countries, but also from our own society, and that its challenge may be even 
more serious to us than it is to them. 


Hans P. Neisser: What I consider particularly valuable in these stimulat- 
ing papers is that they refrain from covering the whole topic called “under- 
developed countries” and devote themselves to clear-cut special questions. I 


may be permitted to follow their example and to concentrate on the problem of 
“balanced growth,” as formulated by Professor Nurkse. 

Professor Nurkse’s exposition differs from the customary discussion of 
the international division of labor inasmuch as he does not compare the long- 
run advantages of far-reaching specialization with the cyclical advantages of 
a more balanced composition of the domestic product. His question reaches 
deeper: is the development of individual industries possible at all? In other 
words does industrialization not require an all-round balanced growth—an ex- 
pansion of virtually all industries so as to secure sufficient purchasing power 
and a receptive market for the production of each individual industry? Indeed, 
for a closed economy it cannot be disputed that no equilibrium can be reached 
unless the composition of additional supply conforms with the composition 
of the additional demand. On the other hand, in absence of totalitarian plan- 
ning, we cannot very well expect the automatic satisfaction of so severe a 
condition, neither in underdeveloped nor in fully developed countries; neither 
in the present era of late capitalism nor in the beginnings of the age of 
industrialization a hundred and fifty years ago. 

Greater clarity about this point can be reached only by examining the 
structural particularities of the various types of underdeveloped countries. 
Before I turn to this task, I want to draw your attention to a consequence of 
the balanced growth rule which is easily overlooked if we talk of industrializa- 
tion. In the great majority of the underdeveloped countries the marginal 
propensity to consume food is still very high, and a balanced growth would 
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therefore require a considerable increase in food production as companion 
of the industrialization process. This will scarcely be doubted for the densely 
populated so-called “semicapitalistic” countries, comprising more than half 
of the world’s population; but it seems to me correct also for many thinly 
populated so-called “neocapitalistic” countries, as the example of Argentina 
or Brazil prove. Indeed, even in the relatively wealthy and well-fed industrial 
countries, increases in income brought about the necessity of food rationing— 
proving that the marginal propensity to consume food is considerable. 

I shall briefly examine the problem of balanced growth for two types of 
underdeveloped countries with such a consumption structure. 

There is first the extreme case of a very poor capitalistic country in which 
no increase in food production is possible, no increase in exports even of 
raw materials is possible, and there are no imports that could be replaced by 
domestic industrial production, because the few goods that are imported are 
of such a kind that only a country with a long industrial tradition can hope to 
produce them. In such a situation, the condition of balanced growth cannot 
be possibly satisfied. We deal here with the extreme Malthusian case of 
absolute overpopulation, and emigration would be the only way to alleviate 
it. 

Not many countries belong to this category: semidesert countries like 
Libya and Tibet would be examples. Usually there exists at least one of three 
possibilities: increase in domestic food production, increase in exports of raw 
materials, or substitution of domestic product for imported manufactures. I 
shall not examine in detail the conditions of a moving equilibrium, both 
internal and external, for the various types which one could construct by 
combining these features. Some general remarks must suffice. 

Dr. Adler has ably discussed the external economies which are necessary to 
overcome the sluggishness that in the past has obstructed the development in 
the directions indicated. In the context of the balanced growth problem a 
particular kind of external economies or rather of the public investment which 
creates these economies is worth mentioning. I mean public investment in 
roads, public buildings, etc.; in brief, investment the product of which is not 
sold in the market but given to the public free of charge. In other words, the 
consumers’ free choice, which is at the root of Professor Nurkse’s problem, is 
replaced by compulsory consumption. 

Wherever the industrialization process does not affect imports or exports 
directly, there arises a balance-of-payments problem—particularly pronounced 
where an increase in domestic demand cannot induce a sufficient increase in 
domestic food output or induces it only after a long delay. Capital imports 
that finance the industrialization process may assist in bridging the gap, pro- 
vided the use of the foreign funds is not limited to the purchase of equipment 
goods to be imported but covers more or less the whole of the investment 
planned. 

None of these problems—neither that of balanced growth nor that of balance 
equilibrium—exists where the industrialization process, after having provided 
the necessary external economies, concentrates on substituting domestic 
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products for imports, or, finally, develops export industries, as Japan, for 
example, achieved in the textile field. Cutting imports and, particularly, 
developing exports also enlarge the multiplier effect for domestic investment 
—this term here used not to denote the whole increase in the stock of capital 
within the country but the capital increase due to the use of domestic re- 
sources, and, therefore, creating primary income within the country in ques- 
tion; in other words, investment consisting in installing imported machinery 
and in building up the stock of working capital in the new plants. The 
marginal propensity to consume being very large in underdeveloped countries, 
the multiplier effect on incor 2 of a series of such domestic investment processes 
would be large and would provide a market for new consumers goods industries 
were it not for the large marginal propensity to import. 

These considerations yield a typical sequence of stages of industrialization: 
first, public investment to overcome what I called “sluggishness,” then de- 
velopment of industries substituting for imports or promoting exports (if nec- 
essary for a time under the cover of protection), and eventually industries 
catering to hitherto unknown wants. 

It may be objected that in substituting for imports or developing exports 
the problem of balanced growth is not really solved but only shifted to the 
world economy. In a sense this is true, but can we assume that the world 
economy can be developed without an adjustment of established industries 
ever being necessary? Even in an industrial country, a balanced growth is not 
obtained automatically by a prestabilized harmony of investment decisions 
which furnish each other the purchasing power necessary for being profitable. 
We are too much accustomed to tne economic climate of armament and war, 
in which all but the foolish or extremely inefficient enterprises are profitable. 
In normal times, competition has always implied a good deal of a struggle for 
the survival of the fittest. It is unreasonable to require the industrialization 
process in an underdeveloped country to take a form which would not, tem- 
porarily at least, hurt established industries in the developed ones and would 
make unnecessary an adjustment in the structure of production. 

To a large extent the industrialization of what are now the industrial 
countries was also facilitated by competition in already existing markets. 
The rising British textile industry destroyed the old textile craft production 
in England as well as, by way of export, on the European Continent and in 
India. Then the rising textile industries on the European Continent and, 
much later, of India and Japan, found a market by eliminating British compe- 
tition. Only when the output of these industries, in terms of cost value, exceeded 
the output of their predecessors, the problem of demand insufficiency arose. 
It was solved partly for these industries and for all industries catering to new 
wants by the simultaneous rise in food production and by the general dynamics 
of industrial expansion, to which Professor Nurkse drew our attention. But 
this solution was only a partial one and never made the adjustment processes 
unnecessary which we are stressing here, as proved by the growing clamor for 
protection, from which finally even Great Britain did not escape. Hence tem- 
porary losses during the industrialization era were by no means avoided; they 
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were kept in bounds, however, by the large normal sales volume attained in the 
domestic market by eliminating craft production or imports. The analogue to 
the craft production is missing in most underdeveloped countries, but by re- 
placing imports the same kind of safety cushion can be obtained here which 
in the nineteenth century protected many new industries in the industrial 
countries. 

The substitution for imports and eventual development of exports repre- 
sent the other extreme in a series of types of underdeveloped countries which 
started with the hopeless but not frequent case of absolute overpopulation. 
Lack of time forbids the discussion of the other types between the extremes, 
but I am sure the problem posed by Professor Nurkse can be solved for them, 
too. 


H. W. Srncer: What I should like to do is to underline, and perhaps some- 
what extend, Mr. Adler’s emphasis on the importance of a high marginal rate 
of savings; i.e., of plowing back a substantial part of the increased income 
arising in the course of economic development into new investment rather 
than increased consumption. I think here we have the solution of a problem 
that has troubled many students of the subject and has led to a great deal 
of futile discussion, inside and outside of international gatherings. Is it safe 
for underdeveloped countries during their early development to rely for a 
substantial portion of the resources required on foreign capital, if such capital 
is not in the form of grants, or does the resultant final foreign exchange burden 
become intolerable? Should foreign finance be considered as “supplementary” 
only? I think the answer should be: It all depends on the marginal rates of 
savings. Let me illustrate numerically. 

Taking such an unfavorable numerical position as that contained in the 
recent report of an expert group to the U.N. on economic development, we 
find that there is a deficit for the underdeveloped world of 14 billion dollars 
annually. Let us assume now that this whole deficit is covered by an influx of 
foreign capital requiring repayment and interest and profit. The increase in 
national income achieved with the help of this injection of foreign capital is 
placed at around 3.25 billion dollars a year. Assuming that half of this increase 
could be shifted into new development—i.e., that consumption would increase 
at only 1 per cent per head per annum—it may be seen that roughly speaking, 
and disregarding the refinements of actuarial computation, the total influx 
of foreign capital could be limited to ten years’ duration and to a total com- 
bined influx of 85 billions. Allowing that half of this sum consists of loans 
which have to be repaid within thirty years and carry 4 per cent interest 
and the other half consists of direct investments which are not withdrawn 
but require 10 per cent transferred profits on the average, the average servicing 
charge per annum over the thirty years following the injection would be 
around 7.5 per cent and less afterwards. On the total injection, the servicing 
charge would be less than 7 billion dollars, or 3.5 per cent of the average 
national income during that period. The necessary actuarial refinements make 
no great difference to this result. 
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This is hardly “intolerable.” I admit that a marginal savings rate of 50 
per cent is very high. But the point I wish to make is that the emphasis should 
be on the possibilities, if a high rate of marginal savings can be achieved. The 
amount of foreign capital required is a highly sensitive function of the marginal 
rate of savings. The impossihility lies only in low rates of marginal savings. 

I feel that in his last sentence, giving us the final conclusion to which his 
approach is leading him, Mr. Adler fails to follow through the logic of 
marginal savings. He tells us that there can be no short-term device such as a 
Marshall Plan for economic development, because “economic development is 
a slow-motion process which may have to be nursed along through decades 
and generations.” This seems to me a confusion of thought. It is true that 
economic development is a slow process of the nursed kind, so lovingly de- 
scribed by Alfred Marshall. But the injection of foreign capital is not. As I 
have tried to demonstrate, provided that the marginal rate of savings is 
sufficiently high, the injection of foreign capital can be sufficiently short- 
lived to be discussed in terms of “Marshall Plan Time.” This, of course, is 
not in itself an argument in favor of a Marshall Plan for underdeveloped 
countries, but it is, I think, a confutation of the view which seems to be held 
by Mr. Adler that a Marshall Plan for underdeveloped countries is ruled out 
a limine by the very nature of the problem. 

There are many other points in Mr. Adler’s paper which could provoke 
comment, but I want to confine myself to the one point that I consider of 
overriding importance; namely, that everything turns on the marginal rate 
of savings. For the rest, I shall confine myself with a more general remark. A 
good deal of Mr. Adler’s paper is taken up by the demonstration that marginal 
productivity of capital is low in underdeveloped countries, and he gives a 
number of reasons why it should be so. May I say that I agree with him on the 
facts that he presents and on the importance of external economies. I do not, 
however, believe that his method of demonstration is the most useful. Rather 
than to say that marginal productivity is low, I would prefer to say that the 
concept of marginal utility is irrelevant. Our problem is not at all that of 
marginal additions, but it is one of structural change and all-round growth. 
Thus, the marginal productivity of capital in the sense in which it is strictly 
defined may quite well be very high in underdeveloped countries, as has al- 
ways been assumed to be the case in capital-scarce communities. But this is 
perfectly compatible with the view that economic development is costly, that 
the risks of investment are excessive relative to the returns offered to piece- 
meal investors, and that the over-all returns which can be expected in the early 
stages are also smaller than is usually imagined. I can arrive at all these con- 
clusions with a high marginal productivity of capital in underdeveloped 
countries. 

May I conclude by saying that the absence of comments on other points in 
Mr. Adler’s paper is due to lack of time and not to lack of content in his 
paper. The development of an argument, like economic development itself, 
in Mr. Adler’s own words, “is a slow-motion process which has to be nursed 
along”—although not always through decades and generations. 
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Oscar Zaciits: The papers by Professor Nurkse and Dr. Adler brought 
many problems of economic development into sharp relief. My comments will 
deal mainly with the problems of agricultural development. 

Expansion of agricultural production in underdeveloped countries is urgently 
needed because of their growing populations and because of the widespread 
malnutrition among their low-income groups. 

More ample food supplies would also go a long way to satisfy the pressures 
among these groups for an improvement in their conditions. These pressures 
have developed throughout the underdeveloped areas of the free world as a 
result of the “demonstration effect” of the higher Western living standards. 
Professor Nurkse contrasted these pressures with the situation in prewar Japan 
and with the situation currently prevailing behind the iron curtain, where, 
as he put it, isolation has been used to help “solve the economic problem of 
capital formation.” 

The use of isolation and of the thereby retained ignorance about the higher 
Western living standards, in conjunction with programs for keeping consump- 
tion low and pushing forced savings, is a relatively new development. His- 
torically, isolation has fostered economic stagnation in many countries, in- 
cluding Japan and Russia; and in these countries, as in others, the impulse 
to industrialization came from contacts with the Western World. It may also 
be noted that, even in their ignorance about Western living standards, the 
people behind the iron curtain would not voluntarily have brought the 
gigantic sacrifices in life and happiness by means of which their countries are 
being industrialized. Only ruthless dictatorial pressure could extort those 
sacrifices. 

Under conditions of freedom, economic development must proceed differ- 
ently. In free countries there is no other solution to the problems of develop- 
ment than to recognize the “demonstration effect” and to aim at accelerating 
improvements in living conditions of the lower income groups as well as at 
accelerating capital formation. 

This dual objective is more difficult to achieve than the forced industrializa- 
tion of the iron curtain type. It requires highly efficient use of available 
capital resources. It requires also that, in the early stage of development, the 
increase in consumer goods be obtained mainly through more effective use 
of the ample labor supply of the underdeveloped countries. More capital will 
then remain available for the development of needed public services and for 
other projects requiring large investments. 

Improvement of primitive forms of farming can secure larger supplies of 
food—the most important category of consumer goods. Such improvement 
can, to a very considerable extent, be brought about by raising the efficiency 
of the labor imput; and it can be done with comparatively little capital 
investment. In many underdeveloped areas, large increases in agricultural 
production can be secured by such means as improvement of the primitive tools 
used, development of better production techniques, improvement of seeds and 
quick-yielding methods of irrigation. 

In pointing to possible ways of improving primitive agriculture with com- 
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paratively little capital investment, I do not, of course, intend to suggest that 
mechanization or projects for large-scale flood control, irrigation, and land 
reclamation should not be pursued where they promise to yield substantial 
benefits and where sufficient means of financing are available. But I do 
intend to suggest that, even where capital funds are limited, substantial prog- 
ress can be made in the improvement of primitive agriculture by the selection 
of appropriate programs. These programs cannot, however, be imposed from 
the outside, as was done with large-scale colonization. They can succeed only 
if they have the support of the people in the underdeveloped countries. 

First of all, there must be indigenous leadership. Foreign experts can advise 
but only indigenous leaders can get the peasants to form co-operatives and to 
set up other institutions needed to secure better production and marketing. 
Only indigenous leaders can get their governments to embark upon the 
necessary legislative and administrative reforms. 

Security of tenure is another essential prerequisite. Where it is lacking, it 
must be assured by legislative action, such as encouragement of operator 
ownership and provision for equitable rent scales. Aside from its political 
importance, security of tenure is indispensable as an incentive to the cultiva- 
tor to conserve the resources of the land and to improve its productivity. 

To enable the cultivator in underdeveloped countries to make use of the 
know-how of the Western World, this know-how must be adapted to his 
farming conditions by means of local experiment stations; and an extension 
service must be set up to disseminate the know-how in a form in which it can 
be readily understood and applied. A difficulty often encountered in setting up 
such a service is the attitude of educated people in underdeveloped countries, 
many of whom hesitate to live under primitive conditions among the poor 
and often disease-ridden peasants. 

Then there must be developed an effective and sound agricultural credit 
system. With the help of such a system, the improvement of primitive agri- 
culture can largely be financed out of local currency funds. 

It is finally of paramount importance to realize that agricultural develop- 
ment is very dependent on the development of adequate transportation facili- 
ties and other basic public services. The external economies that can thus be 
assured are an essential prerequisite for the profitable processing and market- 
ing of agricultural products. To finance the development of such services, an 
effective tax system and adequate credit facilities for local authorities are 
indispensable. Many of Dr. Adler’s suggestions with respect to these matters 
deserve the attention of all concerned with economic development. 

If the necessary public services are developed, increased food production 
will usually find ready markets in urban population centers in the underde- 
veloped countries themselves. Thus, in the early stages of development, agri- 
culture is less handicapped than the manufacturing industries by the lack of 
internal markets to which Professor Nurkse referred. However, in its further 
development, agriculture depends upon parallel industrial development. Only 
the latter can absorb rural surplus population and provide expanding markets 
for an increasing agricultural output. 
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On the other hand, no over-all development program can forego the contri- 
butions that agriculture has to make. Increased food supplies are essential 
for the improvement of nutrition, health, and working ability in the under- 
developed countries. New manufacturing industries will depend for their mar- 
kets largely on the purchasing power of the cultivators of the land who, for 
a long time to come, will continue to be the largest population group in most 
of these countries. And, because of the importance of this population group, 
improving its economic position can make a decisive contribution to the growth 
of the democratic way of life in the free world. 
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THE ROLE OF WAR IN AMERICAN 
ECONOMIC DEVELOPMENT 


PRICE, INCOME, AND MONETARY CHANGES IN 
THREE WARTIME PERIODS' 


By MILTton FRIEDMAN 
University of Chicago 


The widespread tendency in empirical studies of economic behavior 
to discard war years as “abnormal,” while doubtless often justified, is, 
on the whole, unfortunate. The major defect of the data on which 
economists must rely—data generated by experience rather than de- 
liberately contrived experiment—is the small range of variation they 
encompass. Experience in general proceeds smoothly and continuously. 
In consequence, it is difficult to disentangle systematic effects from 
random variation since both are of much the same order of magnitude. 

From this point of view, data for wartime periods are peculiarly 
valuable. At such times, violent changes in major economic magnitudes 
occur over relatively brief periods, thereby providing precisely the 
kind of evidence that we would like get by “critical” experiments if we 
could conduct them. Of course, the source of the changes means that 
the effects in which we are interested are necessarily intertwined with 
others that we would eliminate from a contrived experiment. But this 
difficulty applies to all our data, not to data for wartime periods alone. 

To the student of monetary phenomena, the three wartime episodes 
with which this paper deals—the experience of the United States in the 
Civil War, first World War, and second World War—offer an espe- 
cially close approximation to the kind of critical experiment he would 
like to conduct. As we shall see, in all three cases the rise in prices was 
of almost precisely the same magnitude, so this critical variable is 
under control. Yet other crucial features varied, offering the oppor- 
tunity to test alternative hypotheses designed to explain price changes. 

Besides their significance for the general understanding of monetary 
phenomena, the wartime experiences are unfortunately of interest in 
their own right. The current period of mobilization raises much the 

*In this summary of some of the main findings of a larger and still unfinished study, 
it has not been feasible to describe the sources or method of computation of the figures 
used. It is expected that these will be presented in full in a later publication. I am greatly 


indebted to Phillip Cagan and David Fand for able assistance in the research underlying 
this paper. 
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same financial problems as previous wartime periods; and the unhappy 
possibility that the resemblance will become even closer cannot be dis- 
missed. 


Price and Income Changes 


The appended table summarizes the key magnitudes for the three 
wartime periods. In all cases, I have taken the outbreak of the war 
as the starting point, since this seems more nearly comparable for the 
different wars than the date of our active entry into the war, and the 
date of the war or first postwar price peak as the terminal point. This 
gives a period of nearly four years for the Civil War price movement,” 
nearly six years for World War I, and nearly nine years for World War 
II. 

The price peak came approximately at the end of the Civil War, a 
year and a half after the end of World War I, and three years after 
World War II. This successively later timing of the peak is one of the 
most interesting features of the three wartime periods. Measured by 
the available monthly indexes of wholesale prices, the magnitude of 
the full price rise was very nearly identical in the three wars (see line 
5 of table), prices at the price peak being from 2.1 to 2.3 times their 
level at the outbreak of the war. This similarity of behavior is not 
an accident resulting from the use of wholesale prices; it would be 
shown equally by other broad and equally reliable index numbers. 
Given the difference in the length of the periods, the rate of rise was of 
course successively lower in the three wars (line 6). 

Unfortunately, no satisfactory data are available on short period 
movements in national income in the Civil War. General considerations 
together with some scattered evidence suggest that money income rose 
in approximately the same or a somewhat higher ratio than prices; i.e., 
that real output was either unchanged or moderately higher. Money 
income somewhat more than doubled in the first World War, and more 
than tripled in the second (line 7).* Since prices roughly doubled in 
both wars, real output changed little in World War I but rose about 
50 per cent in World War II (line 9). Somewhat less than half of this 
rise in output can be attributed to the higher volume of unemploy- 
ment at the outbreak of the second than at the outbreak of the first 
World War; the rest, which meant an increase in output of about 2.5 
per cent a year, is less readily explained. 

? All statements for Civil War are for the North (“loyal states”) only. 

* The concept of national income here and elsewhere in this paper is not identical with 
that currently being used by the U.S. Department of Commerce. To obtain comparability 


of data for the different wars, it has seemed preferable to use the concept in Simon 
Kuznets, National Product in Wartime (National Bureau of Economic Research, 1945). 
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The Magnitude of the War Effort 


The immediate occasion for the rise in prices and money income was 
of course the diversion of resources to war use. We can get a rough 
measure of the magnitude of diversion in each wartime period as a 
whole by expressing federal expenditures in each year as a fraction of 
national income, to render the expenditures comparable from year to 
year and war to war; subtracting the corresponding fraction for an 
immediate prewar year, to allow for changes from war to war in the 
“normal” activities of government; and summing the resultant figures 
for all full fiscal years from the outbreak of the war to the price peak. 
According to this measure, slightly over one-half of one year’s national 
income was diverted to war use during the Civil War price movement 
and also during the World War I movement, and about one and two- 
thirds years’ national income during the World War II price movement 
(line 11). On a per-year basis, the diversion was about 14 per cent for 
the Civil War, 9 per cent for World War I, and 18 per cent for World 
War II (line 12). 

Numerous qualifications attach to both the statistical and economic 
significance of these figures. My own judgment is that the aggregate 
diversion of resources to the war effort was significantly smaller in the 
first World War than in either of the other two wars in the sense that 
it raised a less serious economic problem, and probably larger in World 
War II than in the Civil War.‘ From the point of view of a well- 
designed experiment, this is a rather happy outcome, since it enables 
us to distinguish, as it were, the effects of secular change from other 
effects. If the same factors turn out to explain why the full price rise 
was roughly the same in the earliest and the latest war as in the first 
World War despite a more serious economic problem, the results are 
not rendered questionable by the possibility that would otherwise exist 
that they merely reflect secular change. 


The Problem of Interpretation 


How is it that despite substantial differences in the stimulus, the 
magnitude of the full price rise is much the same in the three wars 
while the rate of price rise is successively smaller? What features of 
policy or circumstance account for the less effective handling in the first 
World War than in either of the other wars of the inflationary threat 
raised by the wartime need to devote a significant fraction of resources 


*One set of numbers that brings out dramatically the problem of judging the relative 
magnitude of diversion is the total number of persons who died in military service in the 
three wars. The number is roughly 360 thousand for the North in the Civil War, 126 
thousand in World War I and 400 thousand in World War II. The corresponding figures 
for total population at the outbreak of the wars are 22, 99, 131 million. By this index, the 
Civil War was far and away the costliest. 
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to the production of goods and services not available for sale on the 
market? 

Three factors are generally cited as explaining part or all of the 
better performance in the second than in the first World War: first, the 
larger fraction of government expenditures financed through taxes; 
second, the greater increase in output documented above; third, the 
more extensive direct controls over prices, wages, and the distribution 
of goods. Are these an adequate explanation? And do they also explain 
the better performance in the Civil than in the first World War? 

The Importance of Taxation. Total federal tax receipts averaged 
about one-fifth of total expenditures during the Civil War price move- 
ment, two-fifths during World War I, and three-fifths during World 
War II, a dramatic and impressive improvement in the tax effort (line 
13). 

These differences in the level of taxation increase the difficulty of 
explaining the common behavior of prices in the Civil War and World 
War I, since not only was the war effort apparently of larger magnitude 
during the Civil War, but also the fraction of expenditures financed 
by taxes was smaller. On a per-year basis and as a percentage of the 
national income, expenditures one and half times as large in the 
Civil War as in World War I were converted by the smaller tax effort 
into a deficit nearly twice as large—12 per cent of national income 
compared with 6.5 per cent (lines 15 or 17).° The cumulated deficit 
over the four years of the Civil War period amounted to about one-half 
of one year’s national income; over the six years of the World War I 
period, to two-fifths of a year’s income (lines 14 and 16). 

For the two world wars, on the other hand, the differences in the 
level of taxation help to explain the common behavior of prices. But 
they do so only in part, since the higher level of taxation in World War 
II fell far short of offsetting fully the higher level of expenditures. 
Despite the larger tax effort, the deficit was substantially higher: 13 
per cent of national income per year compared to 6.5 per cent for the 
total deficit (line 15); and 8.5 per cent of national income per year, 
compared to 6.5 per cent for the excess deficit (the deficit as a fraction 
of national income minus the corresponding prewar fraction; see line 
17). The cumulated total deficit is nearly three times as large in World 
War II as in World War I; the cumulated excess deficit nearly twice as 
large.® 

*The two lines give the same answer because the budget was approximately balanced 
just prior to both the Civil War and World War I. 

*T have assumed implicitly that a balanced budget (or the balanced part of the budget) 
raises no inflationary problem regardless of size. According to the so-called “balanced 


budget theorem,” however, an increase of federal expenditures and taxes by the same 
amount has a “multiplier” of unity, and hence a larger balanced budget is more infla- 


| 
| 
| 
| 
| 


616 AMERICAN ECONOMIC ASSOCIATION 


Changes in Real Output. There seems no reason to believe that real 
output behaved very differently during the Civil War than during the 
first World War; so this factor is largely neutral as between these two 
wars. 

The substantial rise in real output during World War II, compared 
to little change during World War I, undoubtedly eased the physical 
and psychological problems of attaining such an impressively large war 
output. It is less obvious just how it affected the financial and monetary 
problem of avoiding inflation. For the increase in real output involved 
an increase in income payments to the factors of production but, since 
it was absorbed by government for war purposes, no increase in goods 
available for purchase on the market. 

From the point of view of the quantity theory of money, increased 
output helps the problem of avoiding inflation by raising the demand 
for money. In consequence, the government can finance part of its 
expenditures by creating money without any inflationary pressure on 
prices. Quantitative estimates along these lines indicate that only a 
small part of the difference between the deficits in the two world wars 
can be regarded as noninflationary because of the increase in real 
output—from one-tenth to one-fifth of the difference, depending on the 
exact estimate used and on whether the deficit prior to World War 
II is or is not regarded as “normal.” 

From the point of view of the income-expenditure theory, the in- 
creased output helps the problem of avoiding inflation because at a 
correspondingly higher income the amount not spent on consumption 
(or more generally not devoted to “induced expenditures’) will be 
larger, so permitting a larger amount of income-creating or “auton- 
omous” expenditures. Quantitative estimates based on this approach 
vary more widely than those based on the quantity-theory approach, 
primarily because there is more uncertainty just how to make them. It 
turns out that the final result depends critically on two factors: the 
interpretation placed on the deficit prior to World War II compared 
with the balanced budget prior to World War I; and the numerical value 
used for the “‘multiplier.” If the difference in prewar deficits is regarded 
as “accidental” and hence the total deficits in the two wars regarded 
as comparable, this approach yields essentially the same result as the 
quantity-theory approach: between one-twelfth and two-thirds of the 
difference between the deficits in the two wars can be regarded as non- 
inflationary because of the increase in real output, the exact estimate 


tionary than a smaller one. To the extent that this theorem is relevant to the 
problem, it strengthens the conclusion reached above; namely, that the difference in the 
level of taxation cannot account for the difference in performance. 
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depending on the multiplier that is used. This range includes the whole 
of the range given earlier. On the other hand, if the pre-World War II 
deficit is regarded as normal, i.e., as reflecting a secular shift toward 
“stagnation” so that a deficit of given size was Jess inflationary, the 
results are highly ambiguous: between one-half and three times the 
difference in the excess deficit can then be regarded as noninflationary 
because of the increase in real output. 

In my judgment, the balance of evidence justifies the conclusion 
that the large increase in output in World War II explains only in part, 
and probably only in minor part, why the larger per-year and ac- 
cumulated deficits in that war than in World War I were associated 
with a price rise that was somewhat smaller in aggregate and decidedly 
smaller per year. 

Direct Controls. Direct controls were completely absent in the Civil 
War, present to some extent in World War I and extensive in World 
War II. If they tend to reduce the ultimate inflationary impact of war- 
time expenditures, they, like the differences in tax effort, increase the 
difficulty of explaining the common magnitude of the price rise in the 
Civil War and World War I. 

The major channel whereby direct controls can be regarded as reduc- 
ing inflationary pressure is by inducing income recipients at a given 
level of prices to accumulate larger cash balances or purchase a larger 
amount of government securities than otherwise.’ Figures on holdings 
of money and of government securities during World War II suggest 
that the controls may have had such effects when they were in force; 
but, if so, the effects were not lasting and had completely disappeared 
by mid-1948 when prices reached their peak. From the outbreak of the 
war to the subsequent price peak, cash balances as a fraction of 
national income fell by about the same amount in World War II as in 
World War I, and cash balances plus government security holdings 
rose by a smaller amount (lines 18 and 19). So direct controls can be 
rejected as a factor affecting the ultimate magnitude of the price rise. 


Monetary Factors 


We have as yet found no answer to the question why the price rise 
was much the same in the three wars despite substantial differences in 
the magnitude of the war effort. The three reasons commonly adduced 
to explain the better performance in World War II than in World War 
I—larger tax effort, larger increase in real output, and direct controls 


*I neglect the so-called “wage-price spiral” (more properly, wage-price-money spiral) 
argument for reasons indicated in my paper, “Some Comments on the Significance of 
Labor Unions for Economic Policy,” in The Impact of the Union, edited by David Mc- 
Cord Wright, (Harcourt, Brace and Co., 1951), pp. 217-221. 
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—seem inadequate even for these two wars and, more significant yet, 
if anything they increase the difficulty of explaining the better per- 
formance in the Civil War than in World War I. 

The one set of factors so far left largely out of account are those 
connected with changes in the quantity of money. Figures on these 
changes (lines 23 and 24), unlike the figures we have so far been 
grappling with, tell a simple, coherent, and consistent story and give 
at least a proximate explanation of price behavior during the three 
wars. Consider first the two world wars. The stock of money doubled 
in the first and nearly tripled in the second (line 23). But this differ- 
ence is more than accounted for by the differential change in total out- 
put. The stock of money per unit of output, which is of course the 
figure that is relevant for price movements, rose somewhat more in 
World War I than in World War II; and so did prices and in almost 
exactly the same proportion. During the Civil War, the stock of money 
rose more than in World War I and less than in World War II.* Un- 
fortunately, we cannot reliably translate this figure into the change in 
the quantity of money per unit of output; we do know enough, how- 
ever, to demonstrate that if we could, the result might be perfectly in 
line with those for the other wars and can hardly be drastically out of 
line with them. The total rise in wholesale prices was the same in the 
Civil War and in World War I but at a higher rate per year; the 
higher rate of price rise might be expected to lead to a larger increase 
in velocity, so the stock of money per unit of output might be expected 
to have increased somewhat less than in World War I; an increase in 
output of about 20 per cent would be required for this result;° this is 
not unreasonable in the light of general considerations which suggest 
that output was relatively stable or rose moderately during the Civil 
War; even the extreme assumption of no change in output yields results 
that are not drastically out of line with those for the later wars. 

Our conclusions about the three wars do not rest on or require any 
narrowly restrictive assumption about the constancy of the income 
velocity of circulation. Income velocity would be expected to rise dur- 
ing a period of rising prices because of the incentive not to hold cash; 
and it did rise in the two wars for which we have data (line 25). The 
significant thing is that it rose by roughly the same amount, and that 
the small difference in the magnitude of the rise is in the expected direc- 
tion: the rise is somewhat greater in the war in which prices rose at a 


*It should be noted that the estimates of the stock of money for the Civil War are 
entirely new estimates constructed by rather roundabout means from a considerable body 
of fragmentary evidence; so are subject to considerable error. 

* The 20 per cent is obtained by supposing the rise in income velocity in the Civil War 
to exceed that in World War I by the same amount as the latter exceeds the rise in 
World War II (see line 25). 
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higher rate. Indeed, I would have expected the higher rate of price rise 
in World War I to have produced an even larger difference in the be- 
havior of velocity. 


Reasons for Changes in Stock of Money 


The finding that price rises of the same percentage in the three wars 
can be “explained” by rises in the quantity of money per unit of out- 
put of roughly the same percentage is, of course, no final answer to our 
basic question. What factors account for the common rise in the quan- 
tity of money per unit of output despite such wide differences in the 
magnitude of the war effort, the size of the deficit, the banking struc- 
ture, and so on? More particularly, why was the rise as large as it was 
in World War I, given a smaller war effort than in either of the other 
wars and a larger tax effort than in the Civil War? 

Lines 26 through 32 in the appended table are designed to push the 
analysis one stage farther by giving a particular breakdown of the 
factors determining changes in the stock of money and the effect of 
such changes on income. Lines 26 through 29 summarize the factors 
determining the amount of money created by government; lines 30 
through 32, the factors determining its inflationary potency. 

World War I involved a substantially smaller issue of money by 
government than either of the other wars (line 29), and in this sense a 
smaller inflationary stimulus; smaller than the Civil War despite total 
expenditures of roughly the same magnitude (line 26) because of both 
a smaller deficit relative to expenditures (line 27) and the financing of a 
smaller fraction of the deficit by money creation rather than bond 
issues (line 28); smaller than World War II, despite a larger deficit 
relative to expenditures and the financing of the same fraction of the 
deficit by currency creation, because of a drastically smaller level of 
total expenditures. Had the inflationary potency of government created 
money been the same in the two world wars as in the Civil War, whole- 
sale prices would have risen only about 50 per cent in World War I 
instead of 132 per cent; and only about 60 per cent in World War II 
instead of 113 per cent. These computations assume that the changes in 
output would have been as estimated in line 9 of the table and that 
velocity would have risen by about as much as it did. 

But the inflationary potency of government created money was not 
the same. And it is this factor, summarized in line 32 of the table, that 
is the key to our basic question. The smaller initial inflationary stimu- 
lus in World War I than in either of the other wars was offset by a 
higher sensitivity to government money creation. Each dollar of money 
printed by the government meant an increase of $7.00 per year in 
national income in the Civil War and of nearly $7.50 in the second 
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World War; it meant an increase of about twice as much, or nearly 
$15.00, in the first World War. 

The increased sensitivity of the economy to government money crea- 
tion in World War I than in the Civil War is even more remarkable 
in view of the sharp decline in the income velocity of circulation, which 
worked in the opposite direction. The villain is the expansion ratio of 
the banking system, which was more than five times as large.*® The 
lower sensitivity in World War II than in World War I is a resultant 
of a reduction both on the demand side—a decline of more than a 
quarter in the income velocity of circulation—and on the supply side— 
a decline of more than a quarter in the expansion ratio of the banking 
system. Compared to the Civil War, however, World War II shows 
essentially the same changes as World War I—a drastic decrease in the 
income velocity of circulation counterbalanced by an even more drastic 
increase in the expansion ratio of the banking system. 

These differences in the expansion ratio in turn reflect changes in 
our banking structure: the much greater importance of currency rela- 
tive to deposits in the Civil War than in the two later wars, the aban- 
donment of the gold standard in the Civil War and its retention in the 
others wars, changes in the reserve ratio of the banking system from 
war to war, and so on. From this point of view—as, also, if I may add a 
parenthetical minority view, from almost every other—the establish- 
ment of the Federal Reserve System at the outbreak of World War I, 
far from being the unmitigated boon to war finance that it is generally 
considered, was a serious handicap. It had the effect of reducing the 
reserve ratio of the banking system and so increasing the expansion 
ratio. In addition, it doubtless meant an increase in the amount of 
money created by the government in both world wars because of the 
System’s rediscount operations (particularly after World War I) and 
government bond purchases (particularly after World War II). These 

*In calculating the expansion ratios, I have treated as government issued money only 
net noninterest-bearing obligations issued directly by the government and held outside 
government agencies. However, the Federal Reserve System has been regarded as part 
of the government and its accounts consolidated with those of the Treasury. Thus, the 
total stock of government created money is equal to currency outside Treasury and Fed- 
eral Reserve plus domestic deposits other than Treasury deposits in the Federal Reserve 
less gold stock (because regarded as privately created) less state and national bank notes 
(except for World War II when national bank notes were in the process of retirement) less 
deposits of U. S. Government and government agencies in commercial and savings banks 
less Federal Reserve float. The total stock of money used in calculating the numerator of 
the ratios is currency outside banks and tiie Treasury plus adjusted demand deposits plus 
time deposits. 

This treatment implicitly makes a distinction between government securities sold to the 
Federal Reserve banks and other government securities but not between securities sold 
to commercial banks and securities sold to nonbank purchasers. The sale of securities to 
the Federal Reserve is not a “real” security sale; it is simply a bookkeeping operation 
involved in our system in the creation of money by the government. For the rest, little 


economic importance attaches to the distinction between sales to commercial banks and 
to others. 
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involved creation of money, not to meet government expenditures, but 
to enable private banks to expand. 

The secular trend in the income velocity is less readily and satis- 
factorily explained. Numerous explanations have been offered, but so 
far as I know, no satisfactory test of their validity has yet been made. 
In any event, it presumably reflected factors largely outside of govern- 
ment control. 


Conclusion 


This examination of changes in prices, income, and monetary magni- 
tudes during three wartime periods has led to conclusions which, if 
accepted, clearly have important implications for both economic theory 
and economic policy. The explicit statement of a number of these impli- 
cations will provide a convenient means of summarizing the analysis. 

A crucial issue in economic theory in recent years has been the 
relative value of two competing theories of income determination: the 
quantity theory of money and the Keynesian income-expenditure 
theory. These two theories can, of course, be looked on as merely frame- 
works of analysis—as different languages or assemblies of truisms. In 
this sense, any statements expressed in the language of one theory can 
be translated into the language of the other. But I take it that the 
major issue has been about the theories, not as alternative languages, 
but as empirical hypotheses. In this sense they are different and com- 
petitive: the quantity theory asserts in essence that the velocity of 
circulation of money is the empirical variable that behaves in a stable 
or consistent fashion; the income-expenditure theory, that the pro- 
pensity to consume, or the consumption function, is the empirical vari- 
able. 

Price and income changes during the three wartime periods seem 
more readily explicable by the quantity theory than by the income-expen- 
diture theory. The quantity theory instructs us to look for a proximate 
explanation of the divergent magnitudes of the rise in money income in 
a similarly divergent rise in the stock of money and for a proximate 
explanation of the common magnitude of the price rise in a common 
behavior of the stock of money relative to real output. And it turns out 
that the percentage rise in the stock of money was larger in the first 
than in the second war period and larger in the third than in either of 
the others in roughly the same proportion as the corresponding in- 
creases in output; in consequence, the stock of money per unit of out- 
put increased by about the same percentage in all three periods. Indeed, 
even the minor difference between the two world wars in the percentage 
increase in the stock of money per unit of output is in the same direction 
and of the same magnitude as the minor difference in the percentage 
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increase in prices. The quantity theory is thus clearly consistent with 
this empirical test. 

The income-expenditure theory instructs us to pay little or no atten- 
tion to the quantity of money or its behavior but to look for an expla- 
nation of the divergent behavior of money income in a correspondingly 
divergent behavior of “autonomous” or “income-creating” expendi- 
tures. But the facts appear inconsistent with this explanation. In all 
three wars government expenditures are the dominant autonomous 
expenditures to which the income rise must be attributed by the in- 
come-expenditure theory and taxes the chief “leakage” other than 
savings. The magnitude of government expenditures, measured 
throughout in units of an appropriate year’s national income, was 
about the same in aggregate during the four years of the Civil War 
price rise as during the six years of the World War I price rise, hence 
about one and a half times as large per year; taxes were a smaller frac- 
tion of both expenditures and national income; so the per-year deficit 
was almost twice as large a fraction of the national income during the 
Civil War price rise. Yet despite not much difference in the behavior of 
output, prices rose by the same percentage in the two wars. In the second 
World War, incomes rose more than in either of the other wars though 
prices did not, thanks to the increase in real output, and total expendi- 
tures are larger both in aggregate and on a per-year basis than in 
either of the other wars. But the per-year deficit, though considerably 
larger than in the first World War, is no larger than in the Civil War, 
and the magnitudes of the differences seem to bear no consistent rela- 
tionship to the magnitude of the changes in income. From an examina- 
tion of the income or fiscal magnitudes alone, one would expect the 
rise in income in the second World War to have been much larger 
relative to the rise in the first than it was, and the rise in prices to have 
been much smaller relative to the rise in the Civil War than it was. 
The income-expenditure theory explains part of the difference between 
the two world wars and, with considerably more difficulty, may per- 
haps be interpreted as consistent with the whole difference. I have 
been unable to explain the difference between the Civil War and World 
War I in its terms. Indeed, the factors it stresses increase the problem 
of explanation. 

This conclusion that the quantity theory is and the income-expendi- 
ture theory is not consistent with price and income behavior in the 
three wars would, I think, be strengthened by examination of the 
year-to-year changes in prices, incomes, and monetary and fiscal mag- 
nitudes, in addition to the changes from the outbreak of the war to the 
end of the price movement on which I have put major emphasis. The 
sharp drop in the government deficit and emergence of a surplus 
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shortly after both world wars was not accompanied by a corresponding- 
ly sharp drop in income or in prices; at most, they were accompanied 
by a temporary halt and then a resumption of the rise in prices; and 
in both cases the stock of money continued rising after surpluses had 
appeared in the government budget and reached a peak in the general 
neighborhood of the price peak. 

Such an examination would also, I think, provide a plausible expla- 
nation for the successively later timing of the price peak. In the Civil 
War, there was no central bank automatically creating “high-powered” 
currency at the initiative of commercial banks; so the price rise ended 
when the government no longer had to print money to meet its expendi- 
tures. In the first World War, there was such a central bank and it 
provided the sinews for continued expansion of the total stock of money 
after the close of the war through its rediscount operations, but at least 
there was no bond-support policy to prevent the central bank from call- 
ing a halt at long last; so the inflation continued only eighteen months 
after the end of the war. In the second World War, the bond-support 
policy had the same effect as the earlier rediscounting operations in 
providing a base for a larger money supply and in addition served as 
an excuse for letting the process continue; so the primary postwar in- 
flation lasted thirty-six months after the end of the war. 

The implications of our results for policy are, I think, no less clear 
than for economic theory. The debate between proponents and oppo- 
nents of monetary policy has in truth been little more than a manifesta- 
tion of the debate on alternative theories. Our conclusions favor the 
proponents of monetary policy. If you want to control prices and in- 
comes, they say in about as clear tones as empirical evidence ever 
speaks, control the stock of money per unit of output. The level of 
expenditures and of taxation, the extent of increases in real output, 
are all important for the problem of inflation primarily because of 
their effects on the stock of money per unit of output, and they are 
only important insofar as they have such effects. And at least as impor- 
tant as any of these is the expansion ratio of the banking system—the 
total number of dollars of money created per dollar of direct govern- 
ment money creation. For we found that the major factor that ex- 
plained the relative income increases in the three wars was not the 
extent of money creation by the government, for this was less than half 
as large in the first World War as in either of the others, but the ex- 
pansion ratio of the banking system. In the Civil War the total supply 
of money—currency plus deposits—increased about $1.50 for each 
$1.00 of money created directly by the government; in the first World 
War, it increased nearly $8.00; in the second World War, $5.50. If 
direct government money creation had been the same in both world 
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SELECTED Data ON Price, Income, AND MONETARY CHANGES IN 
THE Civit War, Wortp War I, AnD Wortp War II 
GENERAL NOTES: 

1. With minor exceptions, all figures refer to period from outbreak of war to subsequent 

rice 

2. Ratios of a quantity at price peak to its value at outbreak of war are based on averages 
for a twelve-month period surrounding the price peak and a twelve-month period sur- 
rounding the outbreak of war, except for Civil War stock of money ratios. 

3. Missing figures for Civil War reflect absence of independent evidence on change in real 
output. 

4. All figures for Civil War are, so far as possible, for the North (“loyal states”) only. 
Timing Date =Wortp War I Wortp War II 
. Date of outbreak of war April, 1861 July—Aug., 1914 Sept., 1939 
. Date of end of war April, 1865 Nov., 1918 Aug., 1945 
. Date of price peak Jan., 1865 May, 1920 Aug., 1948 
. Months from outbreak of war to price 


Wholesale Prices 


. Ratio (price peak/outbreak of war) 
. Rate o! rise per year 


Money National Income 


. Ratio (price peak/outbreak of war) 
. Rate of rise per year 


Real National Income 
(Deflated by Wholesale Prices) 
. Ratio (price peak/outbreak of war) 
. Rate of rise per year 


Magnitude of War Effort 
Federal expenditures as fraction of national 
income in excess of base year fraction 
11. Sum for all full fiscal years, outbreak of 
war to price peak 
12. Per year 


Fiscal Performance 
13. Taxes as fraction of expenditures 
Deficit as fraction of national income: 
14. Sum all full fiscal years, outbreak of war 
to price peak 
15. Per year ‘ -065 
Deficit as fraction of national income in ex- 
cess of base year fraction: 
16. Sum, outbreak of war to price peak . .39 
17. Per year 12 -065 


Money and Government Security Holdings of Nonbanking Public 


Money as fraction of national income 
18. Ratio (price peak/outbreak of war) — 86 
Money plus securities as fraction of national 

income 


19. Ratio (price peak/outbreak of war) 


Stock of Money; Velocity 

Ratios (price peak/outbreak of war) 
20. Currency outside banks 

. Demand deposits adjusted 

. Time deposits 

. Total stock of money 

. Stock of money per unit of output 

. Income velocity of circulation 


peak 69 1 
6 25% 16% 97% 
i 7 — 2.29 3.14 
8 16% 14% 
f 9 1.48 
10 0 4.4% 
.54 .56 1.65 
14 .093 
.61 
1.13 
13 
.76 
.085 
1.26 1.14 
2.49" 2.48 4.19 
2.54* 1.98 3.02 
1.63* 1.83 2.13 
2.32* 1.96 2.75 
1.98 1.86 
_ 1.17 1.15 
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SELECTED DaTA ON Price, INCOME, AND MONETARY CHANGES IN THE 
Crvit War, Wortp War I, anp Wortp War II—(continued) 


Crvir War Wortp War I Wortp WarIl 
Factors Determining Changes in Stock of Money and Their Effect on Income 


26. Ratio of accumulated government ex- 
penditures to national income -62 .69 2.88 
27. Deficit as fraction of government expendi- 
tures .79 
28. Fraction of accumulated deficit financed 
by money creation 
29. (26) X (27) X(28)=Money created by 
government as a fraction of a year’s 
national income 
. Expansion ratio of banking system (total 
money created per dollar of money 
created by government) 
- Income velocity of circulation 
- (30) X(31)=Dollars of income per year 
per dollar of money created by govern- 
ment 7.00 14.78 7.47 


* Ratios of average for year ending June 30, 1865, to value on June 30, 1861. Data are not 
available on demand deposits adjusted and time deposits for Civil War. Ratios given are for 
all deposits other than deposits in mutual savings banks, and deposits in mutual savings 
banks, respectively. 


wars as it was but had been combined with a 100 per cent reserve 
deposit banking system, a nongold money, and no private creation of 
money, prices would probably have risen vastly less than they actually 


did. The Civil War money creation took place in a system that by acci- 
dent rather than design in effect closely approximated the one just 
described, which appears to be the main reason why prices rose no more 
in that war than in the others despite a larger war effort than in the first 
World War, and a less effective tax effort and a substantially smaller 
demand for money than in either of the other wars. 
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THE EFFECT OF THE CIVIL WAR AND THE TWO WORLD 
WARS ON AMERICAN TRANSPORTATION 


By Joun G. B, HutTcHINns 
Cornell University 


The influence of major wars on the subsequent development of 
American transportation is an important and a complex subject. It lies 
in that borderline area between politics and economics. I shall here be 
chiefly concerned with the lasting effects of the wars and but little with 
the transportation problems encountered during their course. This last- 
ing influence has usually been manifested in two ways; namely, by the 
generation of new concepts of public policy and by abnormal changes 
in the capacity and nature of the physical plant. 

As in other nations, past and present, American transportation 
thought, policy, and development have moved somewhat haltingly in 
step with the prevailing ideas of the role of the nation in international 
affairs and of the nature, theater, and scope of possible military opera- 
tions. This is particularly true with respect to shipping. Within the 
scope of this paper we can distinguish three different periods. 

The first is the post-Civil War period. That war had been a domestic 
affair, and its recurrence was not deemed likely. Problems of massive 
mobilization and of heavy, long-distance logistics were few. Accord- 
ingly, that war left very few imprints on public policy or on facilities. 
The postwar attitude was essentially laissez faire so far as military 
matters were concerned. 

The second period, that following World War I, may be character- 
ized as that of a limited nationalistic awakening. The great transporta- 
tion problems of 1914-18, both at home and abroad, strongly high- 
lighted the significance of smoothly working shipping and inland trans- 
port for a nation which perhaps unwillingly had become a great power. 
New considerations of national defense entered postwar thinking, but 
the reorientation of thought and policy remained incomplete. The 
opinion was widely held that another such affair was unlikely. Strong 
remnants of free trade and laissez faire thinking survived. Much em- 
phasis was placed on an efficient liquidation of the war-created situa- 
tion, with, however, some slight regard for future military needs. 

The third period following World War II witnessed a much further 
shift in emphasis from commercial protectionism toward military self- 
sufficiency and from purely economic toward political objectives. Dur- 
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ing the war, the volume of freight to be moved, the distances, and the 
importance of the issue had made a strong impression in the nation. 
The troublous postwar conflict with Russia soon prevented any neglect 
of possible military requirements. Thus in this third period we pass the 
remaining steps from laissez faire to a new mercantilism. 

The world wars involved vast movements of men and supplies in 
the interior, then to the ports, and finally across many miles of sea. 
This was a new requirement in American transportation history. The 
new scale of war transport may perhaps be best indicated by some 
figures for shipping in World War II. On September 1, 1939, the 
American salt-water merchant fleet totaled 1,385 ships, amounting to 
about 11.6 million dead-weight tons.’ Of these, 1,133, totaling about 9.8 
million tons, were in active service. The Maritime Commission’s 
reserve fleet then numbered 127 ships, totaling about 1.1 million tons. 
In contrast, toward the close of the war, on July 1, 1945, the total fleet 
operated under United States control consisted of 5,262 ships, amount- 
ing to the huge total of 52.6 million dead-weight tons.? This represents 
an expansion of about 5.4 fold based on the prewar active fleet. 

We may compute the expansion also on the basis of postwar ship 
requirements. On March 31, 1950, when the Korean war had not yet 
started but the foreign aid programs were substantial, the active salt- 
water fleet consisted of 1,187 ships, totaling about 14.3 million tons. In 
this case, the wartime fleet was 3.7 times as large as that of postwar. 
Yet in 1944 and 1945, prior to the defeat of Germany, there was no 
surplus of tonnage, though port congestion and cargo shortages indi- 
cated that at last shipping was beginning to catch up with other fac- 
tors in defense activity. It may be concluded that in the type of war 
currently envisioned the nation must be prepared to expand its active 
tonnage by from four- to sixfold. This scale of expansion is far above 
anything formerly envisioned. 

These figures still do not indicate the vast scope of maritime war 
transport. Also on July 1, 1945, the United Nations were employing 
66 million dead-weight tons of dry cargo shipping and 21.8 million 
tons of tankers—a total of nearly 88 million tons (W.S.A. Shipping 
Summary, July, 1945, pages 4, 225). Of the dry-cargo shipping, 11.1 
million tons were permanently assigned to the armed services. Of the 
remaining 55.3 million tons, 30 millions were under American control 
and 19 millions under British. The war experience has doubtless in- 

* Merchant Marine Study and Investigation, Senate Report 2494, 81st Cong., 2nd Sess. 
(1951), p. 142. Figure is for seagoing vessels of 1,000 gross tons or more, excluding vessels 
on the Great Lakes and inland waters and Army and Navy vessels. 


*W.S.A, Shipping Summary, July, 1945, p. 17. Covers vessels under W.S.A., Army, and 
Navy control. The figures include some foreign-flag ships. 
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fluenced American postwar attitudes toward the expansion of the fleets 
of its potential allies. 

The pressure of war has been unequal as between inland and ocean 
transport. Once full employment of ocean tonnage is reached, the short- 
run supply tends to be highly inelastic. This is not likely to be true of 
railroad transportation. There the limiting factors have normally been 
power, cars, yards, and terminals. Bottlenecks are diffused and are 
more easily corrected. Furthermore, in the last two wars the railroad 
system lay beyond the reach of enemy interference. Hence shipping, 
which has been more critical in the logistic support of military opera- 
tions, has been of greater continuing concern than railroad transporta- 
tion. The serious problems of wartime shortages and of peacetime gluts 
have not appeared in this industry. Accordingly, I shall give primary 
attention to the merchant marine. 

With these introductory remarks we now pass to consider each post- 
war experience in turn. 


II 


The Civil War must be sharply distinguished from the two world 
wars in its aftereffects. First, this war was fought on American soil, 
and hence no huge outward movement was involved. It was therefore 
mainly a railroad war, but one of quite limited extent. Second, the war 
had a distinctly negative influence on the merchant marine—the only 
one of our cases of this kind. Third, since a recurrence of this particu- 
lar type of conflict was not deemed likely, there was little permanent 
orientation of policy toward logistic security. In the large, the war 
appears to have been mainly an interruption in national transport 
development. 

This was the first American war in which railroads were employed 
on a substantial scale. At times, there were considerable troop move- 
ments, though the volume of supplies moved by rail would seem small 
indeed by modern standards. Particularly important were the troop 
movements from the Army of the Potomac to the Mississippi Valley in 
1862 and the reverse movement of two corps from Sherman to Grant in 
1863. Because these movements were carried out with considerable diffi- 
culty and roundaboutness on account of the differences in gauge and 
equipment, they high-lighted the importance of standardization. Except 
in the immediate vicinity of operations, no serious bottlenecks in trans- 
portation appear to have arisen. There was surprisingly little interrup- 
tion of service. Some injury to roadbed and equipment occurred, espe- 
cially in the South, but in the postwar period it was rapidly made good. 
Construction was curtailed during the war, primarily because of financ- 
ing difficulties. The 30,626 miles of road of 1860 were painfully 
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stretched to 35,085 in 1865, after which the figure soared to 52,922 in 
1870. With the possible exception of the Act of 1862 providing for the 
Union Pacific and Central Pacific lines, it does not seem likely that the 
war did much to stimulate such activity. No federal railway statutes 
and very little military doctrine emerged. Thus the war seems to have 
had little direct influence of a lasting character. 

Such was not the case with respect to shipping. First, the important 
cotton carrying trade, in which about half of the deep-sea fleet of the 
North had been engaged, was wiped out and only revived slowly. For 
' one reason or another after the war, the Southern trade moved largely 
under the British flag. There also was a general shock to American 
trade. The entries of vessels from abroad fell from 4.7 million gross 
tons in 1860 to 3.5 million tons in 1865, and did not surpass the former 
figure until 1867.* The setback was especially pronounced in New 
England. The trade collapse undoubtedly stimulated withdrawals of 
capital and leadership from the business. Second, the competitive posi- 
tion of United States-flag ships was adversely influenced by rising costs, 
and especially by the enhanced risks and insurance premiums on both 
hulls and cargoes. Confederate cruisers captured or destroyed 239 
ships, totaling 105,000 gross tons, or about 4.6 per cent of the tonnage 
documented for foreign trade in 1860 (Nimmo, page 9). As a conse- 
quence many ships were laid up or were sold abroad. Foreign flags 
made rapid headway, the proportion of the imports, by value, carried 
in United States flag vessels falling from 63 per cent in 1860 to 25 per 
cent in 1864. In 1869 the figure was still only 31 per cent. Third, in 
contrast to later experience, government business did not fill the gap. 
All told, the War Department chartered 2,503 ships, amounting to 
757,000 gross tons, and bought an additional 100,000 tons (Nimmo, 
page 28). Total government use of merchant shipping amounted to 
about 1,175,000 tons, not all of which was employed at one time 
(Nimmo, page 28). This was about a fifth of the total documented 
tonnage. Finally, there were huge sales of ships, both old and new, to 
foreign flags. In the four years of war, these totaled 775,000 gross tons, 
compared with 671,000 tons during all of the previous forty years 
(Nimmo, page 9). 

The interpretation of the influence of the war on the postwar decline 
of American shipping is difficult. Rising costs at home and the improve- 
ments in metal construction and steam propulsion abroad were produc- 
ing a vast relocalization. Certainly American shipping did not recover 
with the same vigor as in 1815. The war undoubtedly hastened with- 
drawals of both capital and enterpreneurship from the industry and 


* Report on Foreign Commerce and the Decadence of American Shipping, prepared by 
Joseph Nimmo (House Ex. Doc. 111, 41st Cong., 2nd Sess., plate XV, 1870). 
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thus handicapped the business during a critical period. There was, 
however, little disturbance of the world equilibrium between demand 
and supply for tonnage. 

Finally the war did surprisingly little to stimulate logistic thinking 
and nationalism in maritime affairs. Indeed, the reverse seems to have 
been true. The use of subsidies to support liners for the Atlantic trade 
—a prominent part of policy in the fifties—was given up until the 
formation of the American Line under the Ocean Mail Act of 1891. In 
general, the shipping industry was left to compete as best it could. This 
episode leads to the conclusion that the pattern of postwar thinking is 
of primary importance among the aftereffects of war. 


III 


World War I provides us with a complete contrast. The mighty 
events and vast requirements burst on a nation ill-prepared for so 
large an effort. In 1913 American thought on transportation was pro- 
tectionistic rather than logistic and individualistic rather than co-oper- 
ative. There had been very little discussion of the logistic problems of 
maintaining United States armies and fleets abroad. Even the Spanish 
War and the world cruise of the fleet in 1907-09 did little in this 
respect.* Accordingly, the great struggle produced surprise, confusion, 
disruption, improvisation, massive construction, and reorganization. 
Both the railroads and the shipping industry broke down and came 
under government control. Both came out reorganized. The basic diffi- 
culty was of course a sudden expansion of requirements far beyond all 
previous experience. 

World War I produced several fundamental changes in American 
transportation. First, there was the experience of moving 2 million 
troops and their equipment on a 3,300-mile shuttle to Europe. Second, 
the government constructed a large merchant fleet and other facilities 
at great expense, and these remained to trouble the postwar adjust- 
ment. Third, the logistic experience of the war and the rise of national- 
ism in many nations produced a fierce postwar international struggle 
for shipping supremacy in which the United States played a prominent 
role. Finally, the collapse of the railroads necessitated a postwar 
reorganization. 

The troop and supply movements of this period left important im- 
prints on American thought and practice. Compared with the move- 
ments of the Spanish war, in which there had been considerable con- 
fusion, the new problem was immense. The experience showed the need 
for ships, the importance of suitable organization in the Army and 


*Duncan S. Ballantine, U. S. Naval Logistics in the Second World War (Princeton 
University Press, 1947), pp. 15-20. 
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Navy, and the necessity of controlling and co-ordinating rail transport. 
The need for vessels was especially pressing, and for most of the move- 
ment the United States was forced to rely on foreign tonnage. To sup- 
port the war effort, about 8 million gross tons, or about a fourth of the 
world’s seagoing tonnage, was operating in the North Atlantic steam- 
ship lanes in the fall of 1918.° The Navy was then operating 42 
troopers and 453 cargo ships in the supply service.* But shipping was 
very short all over the world. Freight rates rose to fantastic heights, 
and commerce was disrupted. For instance, to the United Kingdom 
between 1914 and 1918 liner rates rose 1,250 per cent for wheat, 1,685 
per cent for lumber, and 1,452 per cent for general cargo (Merchant 
Marine Study, page 253). To Italy the rate on grain rose from $3.14 
to $92.47 per ton, or by 2,844 per cent, but this is an extreme case. 
Trans-Pacific, where enemy action was negligible, the increases were 
733 per cent for steel, 400 per cent for lumber, and 350 per cent for 
general cargo. There had never been such a crisis in American ocean 
transport, and one result was the Shipping Act of 1916, which estab- 
lished the United States Shipping Board, the first regulatory and pro- 
motional agency devoted exclusively to the merchant marine. 

This disturbance was world wide. Losses were serious. Those from 
enemy action amounted to about 13 million gross tons, of which nearly 
8 millions were British. Another 2 millions were lost from the increased 
marine risks. The total of 15 million gross tons was about 43 per cent 
of the 35 million gross tons comprising the world’s ocean-going steam 
marine in 1914.” One calculation, based on the highly inflated values 
of 1919 for ships, cargoes, insured lives, and earning power, put the 
total monetary loss at over 6 billion dollars, 3 billions of which was in 
ships sunk (Marine News, April, 1919). The accelerated construction 
of the world’s shipyards had indeed about offset such ship losses by the 
end of the war, but there had been no provision for normal growth, 
which had averaged 3.5 per cent per annum from 1895 to 1914. This 
shortage was soon to be made good by the maturing of the American 
construction program and by vigorous foreign building. The net result 
was that the shipping industry was forced through a cycle of intense 
shortage and high rates, followed by a collapse and an abnormal sur- 
plus. This was a new phenomenon. 

The mammoth shipbuilding program was to have an even greater 
influence on the future. This was carried out, not by private owners, as 
in the case of earlier booms, but by the Emergency Fleet Corporation, 

*W. S. Tower, “The World’s Merchant Fleets Today” (speech at the annual conven- 
tion of the National Foreign Trade Council, April 25, 1919). 

* Chester Wardlow, “The Transportation Corps,” Vol. I (MS). 
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which was financed and managed by the government through the Ship- 
ping Board. Total deliveries skyrocketed from 337 thousand dead- 
weight tons in fiscal 1915 to nearly 2 million tons in fiscal 1918, and 
to a peak of 5.7 million tons in 1920, after which the decline was steep. 
The entire program totaled 13.6 million dead-weight tons, but the im- 
portant part consisted of the 1,693 steel steamers, totaling 11.6 million 
tons.* The total cost of ships and shipyards was about 3 billion dollars. 
These ships were standardized according to the plans of each shipyard. 
In size they ranged from 3,500 to 10,900 dead-weight tons, the larger 
ships being delivered for the most part after the war. The largest group 
consisted of the 110, 7,500 dead-weight-ton Hog Islanders. Some of the 
ships had turbine propulsion and in other ways were moderately suita- 
ble for postwar trading. The war program thus vastly added to the 
American merchant marine, changed its character from one in which 
wooden sailing ships and coastwise steamers predominated to one 
primarily consisting of large steel freighters of various standard 
designs, and shifted ownership from private industry to the govern- 
ment. 

The use and disposal of this fleet raised new policy problems. Despite 
sales and losses, the Shipping Board fleet rose rapidly in size, reaching 
a peak of 1,792 ships, totaling about 11 million dead-weight tons in 
1921. Since the prewar ocean-going and Lakes fleet had amounted to 
about 6.5 million tons, the expansion was nearly twofold. Between 1920 
and 1928 the Board was to sell 1,164 ships, amounting to 5.5 million 
dead-weight tons for a total sum of 91 million dollars—averaging a 
low figure of $17 per ton (Merchant Marine Study, page 108). Al- 
though many of these ships were scrapped or were sold abroad for use 
in non-American trades, enough went into active American-flag use to 
establish liner services on most American trade routes, including many 
where only foreign-flag service had been available. Shipbuilding col- 
lapsed: between 1922 and 1928 not a single ship was built for the trans- 
oceanic dry-cargo trades. Thus the war-built fleet was to nourish 
American shipping for almost twenty years, and many of these ships 
served in World War II. 

It is however the crisis in international shipping which is of most 
interest. In 1914, eight nations owned about 83 per cent of the 43 
million gross tons of steamships of over 100 tons afloat. Great Britain, 
with 20 millions, had nearly one-half, and Germany, with 5.2 millions, 
was second, followed by Norway, France, the United States, Japan, 
Holland, and Italy. The war changed this normal relation by raising 


*John G. B. Hutchins, “History and Development of the Shipbuilding Industry in the 
United States,” in Shipbuilding Business in the United States of America (New York: 
Society of Naval Architects and Marine Engineers, 1948), Vol. I. 
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the United States, the highest-cost builder and operator, to second 
place, by creating fleets of some size in Canada and Australia, and 
by impoverishing Western Europe and thus increasing its comparative 
advantage with respect to the United States. The postwar rate levels 
for a time remained highly attractive to foreign owners. Chairman 
Edward N. Hurley, of the Shipping Board, after a trip, to Europe, 
reported in 1919 that every nation desired to rebuild its fleet and if 
possible raise its maritime standing. There resulted a great ship- 
building boom, which by 1926 had carried the world fleet to some 65 
million gross tons. 

There now began two decades of bitter and at times cutthroat com- 
petition, often supported by governments. The lower factor costs of 
European operators began to be felt by American firms soon after 
1920. Furthermore, there was an important technical development 
abroad at the same time. This consisted of the widespread use of the 
efficient Diesel engine, the improvement of steam machinery, increased 
speed, specialization in ship types for particular trades, and various 
improvements in auxiliary facilities. The costs of operation per revenue 
ton were markedly altered by these improvements. Also, whereas 
before the war liners had lifted but 60 per cent of world trade, the 
figure after the war was nearer 80 per cent. The out-of-pocket costs 
of many of the new ships were extremely low. The net effect was to 
make the war-built fleet quite obsolete. There accordingly began a 
period of oversupply of shipping, in which the United States en- 
deavored by various aids to prevent its ships from being retired, and 
some of the foreign governments by similar assistance tried to support 
their nationals. 

Ocean rates fell sharply in 1920, and continued low until the late 
thirties. On the Atlantic, the index declined from 100 in January, 1920, 
to about 20 early in 1923. The value of a new 7,500 gross ton steamship 
in England was estimated to have fallen by four-fifths by 1926. There 
were significant increases in shipbreaking and in ballast voyaging.* 
Earnings of foreign shipowners, unless state supported, reached ab- 
normally low levels. Thus was created an economic maladjustment of a 
new type. 

In the United States the new mercantilism produced three merchant 
marine acts in 1920, 1928, and 1936, respectively. That of 1920, which 
authorized the Postmaster General to enter into mail contracts, resulted 
in the establishment of seven such contractors who ultimately received 
a total of slightly over 5 million dollars (Merchant Marine Study, page 
108). Other services were established by the Shipping Board, first on 


* Sven Helander, Die internationale Schiffahrtskrise und ihre weltwirtschaftliche Bedeutung 
(Jena, 1928), Ch. I, II. 
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its own account through agents and then on a bareboat-charter basis. 
Most of the important shipping firms of the present day started in one 
of these ways. The Act of 1928 was intended to induce the sale of the 
remaining government services and to prevent block obsolescence. It 
involved the government in a vigorous subsidy policy, ultimately con- 
cerning 43 contracts, and also in much lending of capital funds. The 
shipbuilding commitments, which were not fulfilled completely, pro- 
duced 42 new ships and the reconstruction of 42 others. This law 
strengthened those companies which were to survive as chosen instru- 
ments. They also became highly dependent on Washington favors. By 
1935, the industry was nearly bankrupt, and there were unsavory rela- 
tions with the government. This Act must be regarded as a product of 
the war and of the resulting logistic thinking. 

The last Act, that of 1936, indicates this trend even more. It pro- 
vided for a new subsidy system and a new agency, the Maritime Com- 
mission. It also introduced tight control over the contractors. Most 
important, the law provided a means by which the government, under 
the pressure of world events, could sharply increase production of 
vessels as hostilities loomed. By this time the policy had become 
strongly precautionary in a logistic sense. 

The war also had a permanent effect on the 254,000 miles of rail- 
ways, but its precise nature is difficult to determine. The increase in 
ton-mileage, from 289,000 in 1914 to 409,000 in 1918 is not compara- 
ble to the increase in shipping. Most important was the inability of 
the roads to deliver the necessary service in 1917, and consequently as 
of December 28, 1917, all railroads were taken over by the govern- 
ment. The roads remained in this status until March 1, 1920. As 
Director-General Hines pointed out, the chief results were, first, a 
helpful pooling of facilities to reduce congestion; second, the absorp- 
tion by the government of rising costs; third, the provision of addi- 
tions and betterments which the private carriers could not easily have 
financed; and, fourth, the improvement of labor relations.”° It is inter- 
esting that the carriers should have had such difficulties in view of their 
splendid performance in World War II. The primary result of the 
episode, however, was the great debate on railway policy ending with 
the Esch-Cummins Act of 1920. 

The provisions of the Act are well known and do not need elabora- 
tion. It was to be the basic railway control act of the United States. It 
is of course not clear to what extent individual provisions were the 
direct outgrowth of the war experience. However, the power of the 
Interstate Commerce Commission to control interconnection, divisions, 


* Report to the President, February 28, 1920, quoted in Eliot Jones, Principles of Rail- 
way Transportation (New York, 1931), p. 476. 
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and other aspects of intercarrier relations undoubtedly reflected war 
difficulties. So, also, to some extent did the provisions for voluntary uni- 
fication. On the whole, however, the law contemplated a commercial 
or economic revision of railway policy. There was no provision for 
stand-by facilities, nor were there other clearly logistic sections. 


IV 


World War II saw the duplication of many of the phenomena of 
World War I, but on a larger scale, but there were also many points of 
difference. The war had significance in certain important respects. 
First, the size of the overseas movement far exceeded that of World 
War I and involved many military theaters. Second, the government 
took over to an unprecedented extent responsibility for building, con- 
trolling, and financing shipping. Third, shipping became to a high 
degree a matter of logistic concern to the military authorities. Fourth, 
the railroads, under the guidance of the Interstate Commerce Com- 
mission, the Army, and the Office of Defense Transportation, carried 
out their role without serious difficulty or criticism. 

The scale of maritime war transport during the war was colossal. 
The Army alone moved some 7.3 million persons abroad, of which about 
4 million went to the European, Mediterranean, and African theaters 
over distances ranging from 3,200 to 4,200 miles, and another 2 mil- 
lion went westward some 6,500 miles into the Pacific. In addition there 
was the supply of the Navy and of its marine force. All of these vast 
forces had to be supplied with tanks, vehicles, guns, planes, food, 
clothing, gasoline, and many other items. In addition, there were the 
important lend-lease programs, chiefly to Great Britain and Russia. 
Total ocean-borne dry-cargo shipments rose from 25.7 million long 
tons in 1941 to 57.5 million tons in 1944 (W.S.A. Shipping Summary, 
July, 1945, page 72). In May, 1945, alone shipments amounted to 6.8 
million tons, equal on an annual basis to 82 million tons. These figures 
do not, however, indicate the full extent of the increase in ton-mileage 
or the other demands for space. Many ships proceeded on round-about 
routes. For instance, in 1942 ships for the Red Sea, Persian Gulf, and 
India were routed via Panama, Cape Horn, and the Cape of Good Hope. 
Vessels were seriously delayed for convoy. Port congestion, chronic 
in modern war, especially in unusual places, caused further drains. 
Finally, many ships were combat loaded or were held in intratheater 
movements in connection with military operations. The ultimate size 
of the wartime fleet was recounted at the beginning of this paper. This 
vast ship requirement was certain to influence American policy in the 
disturbed postwar years. 

The government’s shipbuilding program also dwarfed that of World 
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War I. Starting well before Pearl Harbor, the programs evolved with 
great rapidity. Deliveries of ocean-going vessels in the United States 
for the period 1939-45 numbered 5,777 totaling 56.3 million dead- 
weight tons (Merchant Marine Study, page 318). Of these, 54.1 mil- 
lion tons were built by the Maritime Commission. The majority were 
ships of 10,000 dead-weight tons or better. Such major-type dry-cargo 
ships added up to 39 million tons and the tankers to 11.4 million tons. 
Unlike the construction of World War I, these ships were almost all of 
standard designs prepared by the Commission. Most important there 
were 541 standard high-quality ships of the well-known C designs, 
totaling 5 million tons. There were 4.5 million tons of the fast turbine- 
driven Victory class and almost 11 million tons of standard tankers. 
But the bulk of the program, 29 million tons, consisted of the slow, 
low-quality Liberty class. This program cost about 14 billion dollars, 
or five times that of World War I in terms of current dollars.** After 
the war, this fleet was sufficient to outfit all important American ship- 
ping firms with new high-quality ships, to start the United States in 
the tramping business, and to assist foreign nations to recover their 
maritime activity, besides providing a strategic reserve. 

The war also vitally changed the status of the American shipping 
firms. In 1937, the financial position of the industry was weak indeed.*” 
However, its condition soon changed. Prior to 1942 many companies 
sold their old tonnage abroad at highly attractive prices, and during 
the war much more was requisitioned by the government for title. Most 
of the old ships were thus removed from the scene. All private tonnage 
was requisitioned for operation during the war. Such vessels and most 
new government vessels were allocated to general agents for opera- 
tion. The established lines were gorged with ships, and many new firms, 
formerly engaged in broking or private agency work, came forward. 
Hence it appeared in 1949 that for ten years the industry had enjoyed 
the greatest profits in its history, had increased its net worth fivefold, 
and had greatly improved its credit and organization. The twelve large 
subsidized companies emerged in very strong positions with new fleets 
and contacts. Subsidies became a minor matter after the war; some of 
the operators repaid all prewar aid. Thus in contrast to the previous 
experience, the United States emerged with a very strong shipping 
industry, except in the protected coastwise trades. But it was an indus- 
try accustomed to many forms of aid and direction from Washington 
and much of its business was that of government. 


"Frederick C. Lane, Ships for Victory, A History of Shipbuilding under the United 
States Maritime Commission in World War II (Johns Hopkins Press, 1951), p. 822. 

™ Economic Survey of the United States Merchant Marine (United States “Maritime 
Commission, November 10, 1937). 
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The postwar period brought certain problems which were to show 
the effect of the war on thought and policy. They were, first, the future 
role of the military authorities in determining shipping policy; second, 
the method of dealing with the government fleet; third, policy with 
respect to the movement of government-aid cargo, especially that of 
the European Co-operation Administration; fourth, policy with respect 
to assistance in the revival of former allied and enemy merchant fleets; 
and, finally, the problem of railroad and truck competition in the 
domestic trades. 

The crisis in shipping had brought home to the Army and Navy the 
importance of shipping in logistic planning. The 36 million dead-weight 
tons of allied war losses had been a severe blow. In 1942, they had 
amounted to a fourth of the available tonnage. Military planning was 
cramped. Accordingly, various plans were proposed by both the Army 
and Navy to extend their control over shipping. Although the princi- 
ple of independent management of the nation’s shipping was ultimately 
established, the war brought a new level of military interest. 

With respect to commercial matters, the postwar experience was 
also different. The Merchant Ship Sales Act of 1946 provided for the 
sale of vessels at low fixed prices for a limited period with some prefer- 
ences to American owners and for the establishment of a reserve fleet.** 
As of the end of the sale period, January 31, 1951, 1,956 vessels had 
been sold for 1.7 billion dollars, of which American owners bought 843 
for .8 billion. The strong demand for tonnage has been a continuing 
feature not found after World War I. This has been largely caused by 
the heavy ocean movements necessitated by the new pattern of the 
European economy and by continued United States commitments 
abroad. The index of dry-cargo charter rates of the Norwegian Ship- 
ping News, starting at 100 in 1947, fell slowly to 73 in February, 1950, 
and then rose sharply, reaching 182 in September, 1951 (New York 
Journal of Commerce, October 15, 1951). Furthermore, American flag 
shipping has been entitled to load 50 per cent of the assistance cargoes. 
Thus in 1949, of the 16 billion dollars paid by foreign nations to the 
United States for goods and services, more than 1 billion was for ship- 
ping. This was 500 million dollars more than they earned from us on 
shipping account.’* There can be little doubt that this policy has been 
of great importance in the revival of American tramp shipping. The 
policy has been attacked as a concealed subsidy, as a hinderance to fair 
international competition, and as a capricious instrument. As a result, 


John G. B. Hutchins, “United States Merchant Marine Policy and Surplus Ships,” 
Journal of Political Economy, 1951, p. 117. 

“ Trafic World, November 18, 1950, p. 28, quoting a report by Gordon Gray to the 
President. 
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American tonnage has been active in the wheat, sugar, cotton, coal, and 
phosphate trades, where it had not been seen before. Another new 
policy was the assistance, however mild, of foreign merchant fleets 
as a means of promoting economic recovery abroad. This aid has been 
to some extent in conflict with the basic merchant marine policy. All 
things considered, this postwar period has seen very different condi- 
tions than the last. 

In contrast, inland transportation went through few crises and few 
changes. There was no necessity for government ownership of rail- 
roads and there has been no postwar railways legislation. For this 
lack of disturbance there were several reasons. Though railway ton- 
mileage rose from 375 billion in 1940 to 741 billion in 1944, the carriers 
started with considerable surplus capacity and were in a better position 
as a result. Financially, instead of going into the red as before, most of 
them benefited from the increased revenues. Serious congestion was 
avoided by the means of the controls established by the Army with 
respect to movements to ports and by the Office of Defense Transporta- 
tion for commercial traffic. The carriers had become much more ac- 
customed to co-operation with each other and with the Interstate 
Commerce Commission. The war did, however, have two important 
effects. The first was the expansion of the business of the transconti- 
nental carriers as a result of the Pacific War, the Occupation of Japan, 
and the war-created cost difficulties of the steamship companies. The 
second was the large-scale disturbance of the rate structure resulting 
from inflation, culminating in a series of general rate cases and in many 
commodity rate adjustments. 

On the whole, however, apart from the improved financial condition 
of the roads resulting from a decade of active business and the result- 
ing modernization and technical advances, the war left few marks on 
railroad transport. 

In the large, the main effect of war has been to promote national self- 
sufficiency in shipping. Complete protection has been shown to be a 
costly, and probably unattainable, goal. But reliance on cheaper foreign 
shipping has also been shown to be dangerous and costly in a world 
such as ours. 
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DISCUSSION 


Mitton S. Heatu: In dealing with the lasting effects of wars upon trans- 
portation, it seems to me that somewhat more attention should be devoted to 
the dynamic trends in economic development than Professor Hutchins has 
shown. Such consideration would afford the advantage of enabling us to dis- 
tinguish more clearly the accelerating and decelerating from the generating 
influences of war. The three major wars under consideration occurred at times 
of fundamental structural changes in the American economy. The wars ac- 
celerated or retarded the processes of change that already were present. Their 
effects upon some industries were more discernible than in the case of others, 
owing to the varying characters of industries and of their respective roles in 
the wars. Hence easily recognizable and spectacular quantitative changes 
such as occurred in shipping may readily become misleading. I feel certain 
that Professor Hutchins would agree with this observation, as inferences in 
his paper indicate. But the emphasis which he has placed upon short-period 
quantitative changes in shipping tend by contrast to imply an absence of any 
effects upon other types of transportation. In fact, he appears to conclude that 
the long-run effects of two of the wars upon the railroad industry were negligi- 
ble. In modern global wars, railroad and shipping services are necessarily 
closely interrelated. The differences between the two as regards the short-run 
elasticities of supply are scarcely as patent as has been suggested. Each de- 
pends in considerable measure upon the other, and both upon the nature of 
the war demands or upon the total operation of the balance of the war pro- 
gram. 

I find myself less in agreement with Professor Hutchins’ interpretation of 
the Civil War than of the two world wars. His main conclusions in regard to 
the former, it appears to me, attribute too much weight to the war for the 
dramatic decline of the American merchant marine, and both understate and 
overlook important influences upon the course of railroad development. I am 
of the opinion that the decade of the fifties is more significant in regard to 
changes in rates of growth in both branches of the transportation industry 
than is the following war and postwar decade. The former marks a turning 
point in several basic respects for American business entrepreneurship and 
investment, which included the shifting of capital from shipping and ship- 
building to internal finance, industry, and railroad construction. Shipbuilding 
reached its peak in 1855 and declined precipitately thereafter. The decline 
of 65 per cent in this allied industry during the five years immediately pre- 
ceding the war was even more spectacular than the decline in American owner- 
ship and operation of vessels during the five years of war. The decline rela- 
tively during the fifties in our position as carriers of our foreign commerce, 
while not as sudden and striking as in shipbuilding, possibly was more signifi- 
cant because of its earlier beginning and its persistence. The level of the 
fifties was 12 per cent lower than the previous decade; and the drop was 
especially marked between 1856 and 1860. In the latter year, the figure of 63 
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per cent, given by Professor Hutchins as representing American carriers’ share 
of American imports, was 15 per cent below that of four years earlier and 25 
per cent below that of fourteen years before.* Evidently the Civil War did 
not initiate the rapid decline in the position of American shipping, although 
it did accelerate a rate that already was rapidly increasing. But for the war, 
probably, the decline would have been drawn out longer, but the final result 
could scarcely have been very different. 

The Civil War was a railroad war to a far greater extent on the Southern 
side than on the Northern. The North utilized the combination of rail and 
water carriage extensively for the first time in a war. It depended upon water- 
ways largely in the immediate sphere of action in some of its principal cam- 
paigns. Conversely, the Confederacy was forced to rely largely upon the 
railroads for the main movements of men and supplies. A primary object of 
the Northern armies was to destroy the Southern railroads, and what they did 
not accomplish in that ambition, the wear and tear of war use did.” 

Although the Civil War slowed down railroad construction—in the South, 
from the blockade-created shortage of railroad iron and equipment even more 
than from the lack of capital—it served as a stimulus upon its growth after 
1865 in a fashion comparable to that in which it promoted the decline of 
shipping. It advanced the tempo of technological change and of the movement 
toward standardization. It promoted system building and the completion of 
through routes. Its effects upon speculative acquisition and promotion by the 
ambitious and unscrupulous possibly were more lasting than we like to recall. 

The Civil War also upset the balance of the supply of railroad services and 
the progress of railroad development in the United States in much the same 
fashion that American ship production and the destruction of the ships of 
other nations during World Wars I and II upset the balance of world ship- 
ping. The prostration of the Southern economy and the havoc wrought upon 
its railroads, coupled with the war and postwar impetus to Northern trans- 
continental railroad-building, federal land grants and other aids, and Northern 
system formation, resulted in the creation of a Northern-oriented railroad 
structure that had permanent effects upon both transportation and general 
economic developments in the United States down to the present. ‘Damage 
to Northern railroads may have been repaired quickly following the war, but 
such was not true in the South. 

Turning to the discussion of the effects of the world wars, I find that my 
ideas are more largely supplementary to Professor Hutchins’ paper. How- 
ever, I am inclined to raise here also the question of the proper weight to be 
given to basic economic developments that had their origin and motivation 
independently of and largely prior to the wars, such as the changes in the 
origin and character of our imports, the revival of American merchant ship- 
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ping, the growth of private company shipping, and the construction of the 
Panama Canal. 

One of the general effects of the wars has been to cause both the responsible 
public officials and the transportation executives to give serious attention to 
the logistic problems of the adequacy and co-ordination of all types of trans- 
portation, both external and internal. This was reflected in the reports of the 
Interstate Commerce Commission during the years 1939-42. Professor Hutch- 
ins observes that “it is interesting that the carriers [meaning the railroad 
companies] should have had such difficulties in World War I in view of their 
splendid performance in World War II.” The Commission’s reports referred 
to above review the causes of the snarl in railroad operations in 1917, present 
a careful inventory of the exterisive technological and operational advance- 
ments on the railroads and the phenomenal growth of new types of inland 
transportation that had taken place since 1920, cite the broad emergency 
and car and train service powers that had been granted to the Commission also 
since that date, point to the steps taken by the government to synchronize its 
military preparedness plans with the services which the carriers were capable of 
providing, and predict confidently the successful operation by the private 
carriers in the event of war which ultimately came to pass. These lessons of 
war have had a lasting effect of great importance. They might prove ineffective, 
and even misleading, however, in a future war should the dynamics of warfare 
radically change the logistic requirements. Our present assumptions appear 
to be based almost entirely upon the experience of the two previous wars. 

In closing I should like to call attention to two other developments in water 
carriage that have been largely outgrowths of the two world wars. The first 
has been the development of the operation of merchant-type vessels by the 
armed services. This began in fact during the Spanish-American War, with 
the purchase by the Army of twenty vessels abroad, when it found the 
American merchant marine wholly inadequate to serve its logistic requirements. 
Thus began the Army Transport Service, which has been in continuous exist- 
ence since 1898 and has become greatly expanded by the two world wars. In 
1942 it was absorbed into the Transportation Corps of the U. S. Army as the 
Water Division. A similar development has taken place with the U. S. Navy. 
In 1949 the Army was operating 115 merchant-type ships and the Navy 50 
merchant-type tankers.* These military operations have an important in- 
fluence upon both public and private merchant marine policies. They consti- 
tute a major factor in the determination of the government’s shipbuilding 
and subsidy policy and they tend td remove logistic considerations from the 
attention of the private carriers. They also have an important bearing upon 
labor and personnel policies in the merchant marine field. 

The other development that was greatly stimulated by the wars was the 
inland waterways. While the present-day movement may be said to have 
had its inception with the establishment of the Inland Waterways Commission 


* William W. Smith, “Shipping and the National Interest,” Proceedings of the American 
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in 1907, the actual growth of the inland waterways service received its initial 
boost from the creation of the Federal Barge Service on the Mississippi and 
Warrior Rivers during World War I and its successor, the Inland Waterway 
Corporation, under the administration of the War Department. This federal 
development produced problems of public ownership and subsidy in inland 
shipping and of surplus transportation service and readjustments in internal 
transportation structures and policies not unlike those which arose out of the 
public shipbuilding programs of the wars. 


C. R. Wuittiesey: The choice of the peaks chosen for examining the 
inflationary effects of war in Professor Friedman’s paper is dictated by the 
desire to take account of “full price effects.” Reasonable as the choice is, it 
nevertheless seems to have a good deal to do with the conclusions drawn. 
Monetary quantities showed relatively little expansion after early 1946. 
Prices, on the other hand, rose sharply from 1946 to 1948. It follows that in 
1946 there would not be the close correlation between monetary factors and 
prices that appears in 1948; yet in view of the decisive role attributed to mone- 
tary causes, it is not clear that 1946 is any less relevant to the argument than 
1948, The same question of timing is involved in the statement that “controls 
apparently had little or no effect on the magnitude of full price rise, though 
they may have changed its pattern.” In early 1946 the controls were in effect 
and by 1948 most of them had been removed. Does the statement say any- 
thing more, then, than that direct price controls had no significant effect 
on prices when they were no longer in force? On the evidence of prices alone 
one might even infer that the controls were very effective and that it was a 
mistake to remove them when that was done. 

The category of “government created money” includes very diverse elements 
in the different periods. In the first period it consisted almost exclusively of 
greenbacks which served mainly as a circulating medium. In the third period 
it consisted partly of Federal Reserve notes which were a circulating medium 
and partly of member bank deposits at the Federal Reserve Bank, which con- 
stituted bank reserves. While the difference is recognized in the statement 
that “the inflationary potential of this money” is different, the validity of 
lumping low-powered and high-powered money together in this manner re- 
mains open to question, particularly when the proportions of the two types of 
money differ so greatly in the different periods. 

The fact that the “cultural and social environment” was so dissimilar in the 
different periods raises the question of whether the similarity in the full price 
movements may not be attributable in considerable part to the coincidental net 
result of environmental similarities and dissimilarities rather than to com- 
parable monetary factors. As one example, it seems far from certain that the 
rate of use of money was as stable a proportion in 1939 as it may have been at 
other times. Nor is it probable that velocity was unaffected by the growth 
in volume of liquid assets other than money between that time and 1948. 

The evidence seems hardly to support the conclusion either that the quantity 
theory is substantiated or that the Keynesian approach is discredited. Nor does 
it seem vitally important whether events are better explained by the one 


ROLE OF WAR IN AMERICAN ECONOMIC DEVELOPMENT—DISCUSSION 643 


means or the other. The decision will depend partly on one’s preferences and 
partly on what one chooses to call Keynesian. Much of current criticism is 
aimed at what might be called the primitive Keynesians, to borrow an ec- 
clesiastical term for what often approaches a conflict of theology. Yet the 
number of such extreme Keynesians must be very small. The great advantage 
of the quantity theory is that it is relatively specific; there is no major dis- 
agreement on what it is: Keynesianism, on the other hand, embraces a much 
broader range of concepts. Conclusions drawn in a particular situation are 
likely to relate to what one writer regards as essential Keynesianism and not 
necessarily what some one else would regard as essential. 

The present analysis probably will not give us an answer to the problem of 
price policy in war. But it does provide valuable segments which can bring 
us closer to a satisfactory solution or help protect us from false solutions. 
Moreover, whether one chooses to employ one approach or the other, conclu- 
sions as to policy will show much more agreement than disagreement. As econo- 
mists it is important that we should stress this area of agreement. On many of 
the specific policies we can readily unite, and this we should surely do. 


PUBLIC UTILITIES, TRANSPORTATION, AND 
SPATIAL ORGANIZATION 


CRITERIA FOR THE ESTABLISHMENT OF AN 
OPTIMUM TRANSPORTATION SYSTEM 


By L. Dewey 
Ohio State University 


In this paper, I hope to make a modest contribution to a subject 
which has suffered neglect at the hands of transportation economists. 
I think that the subject is important and I regret the neglect. I am not 
certain that I can advance any facts or theories that are not already 
known to you, but I think that the results will justify the effort if, by 
re-exploring perhaps familiar ground in what I hope is an interesting 
and challenging way, I can arouse your interest sufficiently to give the 
matter further consideration. In any event, I take some comfort in a 
great statement by D,.. Johnson: “People need,” he wrote, “not so 
much to be informed as to be reminded.” 

In what follows I make three assumptions, which I bring to your 
attention early in my discussion in order to avoid possible confusion 
or misunderstanding. My first assumption is that our transportation sys- 
tem will continue to be a mixed one; i.e., one owned and operated partly 
by government and partly by private enterprise. My second assumption 
is that the private sector will continue to be regulated by government 
substantially along present lines, because of the persistence of monopoly 
and other market imperfections. Third, I assume that travelers and 
shippers will continue to have legal freedom in their choice of the 
means of transportation, even though government powerfully influences 
the bases of such choice by provision of facilities and by regulation of 
rates and services. The pertinence and importance of these assump- 
tions will become evident as my discussion proceeds. 

My paper is divided into five sections, as follows: the nature of the 
optimum; the criteria for establishing an optimum transportation sys- 
tem; the guiding principle for securing an optimum transportation sys- 
tem; the great discrepancies between the model and the reality; and 
the difficulty of persuading the public to adopt the economist’s con- 
clusions and policy recommendations. 


I 


Before discussing the criteria for establishing an optimum system of 
transportation, it is necessary to consider the nature of the optimum 
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as it is viewed by economists. The optimum means the best allocation 
of scarce resources in order to satisfy practically unlimited wants. By 
“economizing,” society hopes to maximize its satisfactions or welfare. 

Orthodox economists hold the view that the economic decisions are 
in a supreme sense individual and marginal—choices are made on the 
basis of the doctrine of “the little more, the little less.” If left to their 
free choices, each individual will use his resources so that the satisfac- 
tions he receives or expects to receive from all goods purchased or 
produced will be equal at the margin. It follows that when each indi- 
vidual has thus arranged his expenditures on an optimum basis, total 
satisfaction will be a maximum, the total being the sum of individual 
satisfactions.* 

This approach to the optimum has been severely criticized, particu- 
larly by institutionalists, holists, and socialists. They maintain that it 
is a static rather than a dynamic theory in a society of uncertainty 
and change; and that it ignores the difficulties caused by consumer 
ignorance and irrationality, monopoly, and extreme inequality in the 
distribution of wealth and income. The critics like to talk about social 
welfare which they claim is something more than the sum of individual 
welfares. Great stress is laid by the socialists on central planning to 
achieve an aggregate optimum of social well-being, whatever that is. 
It appears that in this welfare state, social values are to replace or at 
least supplement individual values. Social values in this sense imply 
a “scale” of social values; an authoritarian regime would in fact be 
required in order to establish and enforce the use of such a scale of 
social values.” 

This controversy between orthodox economists and their critics rages 
with great intensity. Fundamentally, the issue is, who is going to make 
the choice, since the key economic problem is one of choice? Choice in 
economic matters can be made collectively and, in fact, is generally 
made in this manner when political or social considerations are para- 
mount. In a political democracy, the expression of collective choice is 
made through the ballot and parliamentary procedures; in a dictator- 
ship, one person or a few persons at most decide for the voiceless ma- 


* Orthodox formulations have been made by many writers, and are far too numerous 
even to be mentioned here. For those who wish to consult recent writings on the subject, 
see Howard S. Ellis, “The Economic Way of Thinking,” American Economic Review, 
March, 1950, pp. 1-12, and A. C. Pigou, “Some Aspects of Welfare Economics,” ibid., 
June, 1951, pp. 287-302. An able evaluation of the current status of welfare economics is 
provided by Tibor Scitovsky in “The State of Welfare Economics,” ibid., June, 1951, 
pp. 303-315. 

? The critical literature on economic welfare is also too extensive to be listed here. Two 
useful works, however, are Abram Bergson, “A Reformulation of Certain Aspects of Wel- 
fare Economics,” Quarterly Journal of Economics, February, 1938, pp. 310-334, and Oskar 
Lange, “The Foundations of Welfare Economics,” Econometrica, July-October, 1942, 
pp. 215-228. 
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jority. Yet, even in a political democracy, the political decisions 
reached by the majority do not reflect precisely the choices that would 
be made individually by members of the group. Society does not worry 
too much about these discrepancies as long as it is convinced that 
individual preferences impede attainment of the “larger” public in- 
terest, and also that the political decisions can be modified at regular 
intervals by exercise of the franchise. 

However, in recognizing the necessity of making collective decisions 
in economic affairs, the public should not lightly discard the free mar- 
ket where individual choice can be more directly and effectively re- 
corded. Effective demand by individuals free to choose goods and serv- 
ices is a force to be reckoned with by government and industry and, 
in my opinion, it offers generally the best guidance to our economic 
system. It is significant, I think, that the distinguished economist, 
Oskar Lange, insists on the retention of consumer free choice of ex- 
penditure and producer free choice of occupation, even though he ad- 
vocates state ownership of productive property.’ If government plan- 
ning is to be tolerated, should it not be employed for the purpose of 
restoring or stimulating rather than undermining free-market processes? 
in that direction lies the real hope of promoting the general welfare. 


II 


I turn now to a discussion of the criteria for establishing an opti- 
mum transportation system. All will agree, I think, that such a system 
must be adequate to serve the commercial, military, and governmental 
needs of the country. It must also be efficient and economical so that 
the services required are furnished to the public at the lowest cost con- 
sistent with the maintenance of proper standards of health, safety, 
and adequacy. In an optimum system, passengers and commodities 
are routed in the most efficient way; each unit of traffic moves as it 
should move. Shippers, travelers, and carriers co-operate with each 
other and with government in striving to reach this goal. Unused ca- 
pacity exists only in justifiable instances, including empty back hauls, 
off-peak seasonal or cyclical traffic, and obsolescence of a portion of the 
system. Such a system might also be called “rational” or “ideal” in 
the sense that it is conceived without regard to institutional arrange- 
ments (property rights, “featherbedding,” etc.) which in practice inter- 
fere with its realization. 

It may seem that I am discussing the question of the optimum in 
purely static terms, but such is not my intention. In my view, an opti- 
mum system of transportation must be dynamic in character, growing 
and changing and improving over time. As science and technology 

*Oskar Lange and Fred M. Taylor, On the Economic Theory of Socialism (1938), p. 95. 
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furnish new knowledge and better methods, they will make it possible 
for transportation to do a better job. Also, as industry and population 
change and therefore place altered demands on transportation, the 
necessity for appropriate modifications in the transportation system 
becomes evident. Of importance, too, is the unsettled condition of 
world affairs which compels the government to make military prepa- 
rations on an unprecedented scale in time of peace (or, more accurately, 
localized war). It is obvious that an optimum system of transportation 
must give due consideration to the military requirements of the country. 
Taken together, these dynamic aspects greatly complicate the problem 
of establishing an optimum system, but they must be recognized and 
woven into the discussion if it is to be complete and pertinent. 


Ill 


Now that the nature of the optimum and the criteria for establishing 
an optimum transportation system have been discussed, it is necessary 
to ask the question, what is to be the guiding principle in securing this 
ideal system? The precept I offer is this: The rate structure must cor- 
respond to marginal costs if the optimum allocation of resources is 
to be achieved. In this way, the burden of charges for transportation 
is minimized for each industry and firm, and each unit of the several 
factors of production (assuming their divisibility) is employed in trans- 
portation so as to maximize its contribution to the satisfaction of the 
wants of consumers. If the market were perfect and the competition in 
it pure, rates would correspond to marginal costs and also to entre- 
preneurial least average unit costs, including economic rent, and the 
problem would be solved. But in the field of transportation where 
competition is not pure and perfect, marginal costs must be sought for 
and when determined used positively in fixing freight and passenger 
rates, if the optimum use of resources is to be realized. 

The problem of determining marginal costs in transportation enter- 
prises, especially railroads, is a difficult one. First, the time factor 
greatly complicates the picture here, as it does elsewhere in economic 
analysis. When the enterprise requires much fixed capital, the short-run 
marginal costs are lower than the long-run marginal costs. Conse- 
quently, it makes a difference whether one set of costs or the other 
is used in fixing rates. If short-run costs were employed, the rates 
would be too low and the industry would have to be subsidized. If 
long-run costs were used, the rates would be correct for the optimum- 
sized plant but too high for an overbuilt one. These propositions are 
true for constant and increasing-cost industries. The case is otherwise 
for industries of decreasing cost. Their long-run marginal costs are 
lower than their short-run marginal costs, and rates established on 
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the basis of short-run marginal costs unless frequently adjusted down- 
ward would eventually prove to be too high. It should also be noted 
that the further we attempt to look into the future, the more indistinct 
it becomes. For this reason, the element of judgment looms large in 
any effort to estimate long-run marginal costs. 

A second complicating element in determining marginal cost is the 
complexity of the operations. Even in the short-run in the field of 
transportation, such factors as empty back hauls, changing composi- 
tion of traffic, special services rendered, and the infinite variety of 
operating conditions throughout the country interpose obstacles to the 
determination of the marginal costs of moving each kind of traffic. I 
do not believe that these obstacles are insuperable, but I recognize 
that present accounting systems are inadequate to determine with 
suitable precision the marginal costs of transportation companies, 
by kinds of traffic and conditions of service. It will require close co- 
operation of the carriers and government to bring about the necessary 
changes in existing accounting practices. 

Nevertheless, interested persons should not be deterred in their 
efforts to find or compute marginal costs in the field of transportation 
merely because the difficulties are formidable. If they sincerely want 
to work toward the goal of securing an optimum allocation of trans- 
portation resources, they will attack the problem with enthusiasm. 

Why is it important that rates should equal marginal costs? Or 
stating the question another way, what harm is done if rates do not 
reflect marginal costs? It follows from the analysis above that the 
social costs of disregarding the margin in fixing rates are substantial. 
First, the resulting discriminations lead to waste of resources in trans- 
portation itself. If rate differences not based on marginal cost differences 
lead to higher than normal profits in transportation, new companies 
tend to enter the field, or if this is not possible because of government 
regulation of entry into service, existing companies tend to become 
overexpanded or inefficient, and users are confronted with excessive 
charges. Second, discriminatory rates tend to cause the uneconomic 
location of industry and agriculture. The favored producers and re- 
gions push their production beyond the optimum point and thereby 
through a competitive advantage restrict the output of other producers 
or regions which may be equally or better equipped to serve the market. 
It has been observed that rate discriminations may be as serious a 
barrier to realizing the full advantages of specialization and division of 
labor as protective tariffs in foreign trade.‘ Perhaps the practice has 
its most vicious effects when personal discriminations assist the favored 
shipper in establishing a monopoly. 

* Albert L. Meyers, Modern Economic Problems (2nd ed., 1948), p. 111. 
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In short, the public does not derive maximum benefit from its trans- 
portation system when it pays rates which “provide no inducement or 
guidance toward private or public decisions regarding industrial loca- 
tion that will improve the balance in the use of the transportation 
system.”° Rational choices by users of the service are not possible when 
the rates available to them fail correctly to mirror the economic reali- 
ties. Travelers and shippers can only maximize their satisfactions from 
the purchase of transportation services when the rates they pay equal 
marginal costs.° 

It may be urged in objection to my position that, even if marginal 
costs could be ascertained, it would be virtually impossible to adjust 
plant capacity to the ebb and flow of the demand for transportation 
service. Since the demand for such service is directly correlated with 
seasonal and cyclical changes in general business and since much fixed 
capital must be employed in transportation, this objection admittedly 
has weight in respect to any application of the doctrine of marginal 
cost. Unless the wavelike movements in business can be leveled out, it 
will be impossible to adjust the transportation system to correspond 
exactly with every change in demand. Obviously, some averaging of 
rates is practically necessary under present conditions, but this recogni- 
tion of the oscillations of the economic system in no wise invalidates 
the fundamental principle for which I am contending. 


IV 


The question arises, how closely does the actual transportation sys- 
tem correspond to the model? The answer is clear: great discrepancies 
are readily apparent. Railroad rates seldom if ever correspond to mar- 
ginal costs, and similar differences are common throughout the re- 
mainder of the transportation system. Only in motor transportation, 
where the proportion of variable to total costs is high for the individual 
carrier, do the rates tend to approximate marginal costs. It is an un- 
disputed fact, recognized by every student of transportation, that for 


* Tjalling C. Koopmans, “Optimum Utilization of the Transportation System,” Proceed- 
ings of the International Statistical Conferences, 1947, p. 144. 

It may appear that my proposal is similar to the one advanced by Harold Hotelling in 
his well-known article entitled, “The General Welfare in Relation to Problems of Taxation 
and of Railway and Utility Rates,’ Econometrica, July, 1938, pp. 242-269. As I under- 
stand Hotelling’s proposal, the rates for transportation services should be equated to short- 
run marginal costs, and interest on investment and other items of overhead cost should 
be covered by government subsidies, the funds for which would preferably be supplied 
from taxes levied on incomes, inheritances, and land values. This plan has the great merit 
of stimulating fuller utilization of the existing transportation plant, but in my opinion it 
also has serious defects. It is questionable whether the argument can be defended as a 
general principle applicable to all economic policy recommendations. If the principle were 
applied only to transportation, there is still the danger that an uneconomic expansion 
of investment in transportation facilities would take place. 
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many years the system has not operated on the basis of an optimum 
allocation of resources. 

Why should this be true and who are responsible for this uneco- 
nomic situation? No one group is solely responsible for the irrational 
development of our transportation system. Private interests have re- 
peatedly undermined the financial health of the carriers by unsound 
policies with respect to security issues, expansion of routes and services, 
wages and salaries, and newer modes of transportation. Communities 
are loath to permit abandonment of costly or obsolescent routes and 
services, even when satisfactory alternative means are available to them. 
Trade unions resist improvements which threaten the loss of the jobs 
of their members; nowhere are the inefficient and costly practices of 
seniority and featherbedding more widespread than in the field of rail- 
road transportation. It will be impossible to achieve anything like an 
optimum transportation system unless these and similar dams in the 
stream of progress are removed. 

However, serious as these barriers to progress are, the greatest ob- 
stacle to an ideal transportation system is governmental policy, pri- 
marily at the federal level. Congress has voted huge sums of money 
for the provision of transportation facilities without proper regard for 
the needs of the public, the cost of the facilities, or the effects of the 
expenditures on the relationships among the several modes of transpor- 
tation. By the use of general taxes rather than fuel taxes, tolls, and 
other forms of user charges for the financing of public facilities, some © 
modes of transportation are favored over others. Also, by granting 
public aid in the form of free services, tax concessions, and cash awards 
to private companies, the government fosters misapplication of eco- 
nomic resources in the field of transportation and a diversion of traffic 
from more to less efficient carriers. 

Another point to be noted is the failure of government to integrate 
its promotional and regulatory programs into a consistent and logical 
whole. According to the present national transportation policy as 
adopted by Congress in 1940, the several modes are to be accorded fair 
and impartial treatment. The carriers in their turn are obligated to 
render service at just and reasonable rates and without undue preference 
or unjust discrimination among the persons and commodities trans- 
ported. Yet, by virtue of arbitrary discrimination in its public aid and 
subsidy policies with respect to the various agencies of transportation, 
Congress in effect nullifies the noble sentiments which it has expressed 
in connection with its regulatory policy. 

An additional element of inefficiency and inconsistency has been 
injected into the picture by Congress in providing for the administra- 
tion of its promotional and regulatory policies. Two separate agencies 
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have been set up to regulate rates, discriminations, services, etc., to 
prevent wasteful and destructive practices in transportation, and to 
control entry into and withdrawal from service by carriers. Still other 
administrative bodies are charged with the responsibility for determin- 
ing the location, capacity, rate of growth, and nature of transportation 
facilities. There is no effective co-ordination of the policies and ac- 
tivities of these agencies. 

The result of all this confusion and inconsistency is summed up by 
Dearing and Owen in the following words: 


Government restricts with one hand and promotes with the other. It applies control 
devices appropriate to the regulation of monopoly and simultaneously attempts to enforce 
competition. . . . The cumulative effect of the federal program is a division of authority 
between government and private enterprise such that neither can be held firmly accountable 
for efficiency and technical progress in transportation." 

Since government is primarily responsible for the situation just de- 
scribed, it must be charged with the chief obligation of initiating the 
steps necessary for bringing about desirable and long-overdue reforms. 

The private sector of transportation, however, also has a responsi- 
bility for helping to achieve an optimum system. If it should fail to 
assume a measure of leadership or, at the least, lend its willing co- 
operation in providing such a system, it will probably be obliged even- 
tually to forfeit its status in transportation. Public clamor, if nothing 
else, will insure that result. I happen to believe that the mixed system 
has real merits which would be jeopardized if government were to 
occupy every nook and corner of the transportation field. I hope, there- 
fore, that the privately-owned carriers will do what they can to make 
the system perform more satisfactorily. 

Another important obstacle to the establishment of rates on the 
basis of marginal costs is to be found in the attitude of the United 
States Supreme Court. The Court has ruled that rates prescribed by 
regulatory agencies for private companies may not be less than the 
total cost of the service, not including interest and profit. The Court 
says that “outlays that exclusively pertain to a given class of traffic must 
be assigned to that class, and the other expenses must be fairly appor- 
tioned.” This means that cost for rate-making purposes must include a 
share of such operating expenses as outlays for maintenance of way 
and structures, general expenses and taxes, which do not vary with the 
volume of traffic. This doctrine of minimum reasonableness interferes 
with the application of the marginal-cost principle when the plant is 
not used to capacity and, in my opinion, is economically invalid as a 

pe Charles L. Dearing and Wilfred Owen, National Transportation Policy (1949), pp. 
"Northern Pacific Railway Company v. North Dakota, 236 US. $85, $97 (1915). This 


principle of the Northern Pacific case has been reaffirmed in numerous Supreme Court de- 
cisions since 1915. 
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guide to public policy. I hope that as the Court becomes better in- 
formed on this question it will modify its decisions accordingly. 


V 


In my final section, I consider the problem of persuading the public 
to adopt the conclusions and recommendations presented above. I am 
interested in economic policy as well as economic theory, and I assume 
that the economist has the right and duty to “win friends and influence 
people” in respect to questions about which he is presumed to be in- 
formed. 

Lest I be accused of being a foolish optimist, let me say that t realize 
that in this paper I have offered a counsel of perfection. The obstacles to 
securing the adoption of my proposals are numerous and powerful, and 
they explain the great discrepancies between the ideal and the reality 
which were noted in the previous section. History shows that institu- 
tional changes come slowly in response to new ideas and new conditions. 
It ordinarily takes several generations for the mass of people to under- 
go fundamental modifications in their cherished beliefs and opinions. 

Yet I do not believe that the economist is necessarily doomed to a 
career of futility in this matter. The future is uncertain, decisions are 
not taken irrevocably, and so there is always a market, however im- 
perfect, for the consideration of new ideas and alternative proposals. 
I am even prepared to defend the proposition that there is a place for 
rational choice and hence intelligent human control in economic affairs. 
Moreover, there is a strong probability that the pressure of large and 
increasing budgets for military purposes on the civilian economy may 
force the public to economize in the use of transportation facilities. In 
this event, the views of the economist may gain a sympathetic hearing 
somewhat earlier than I would otherwise expect. 

You are no doubt asking yourselves the question, as I have been 
asking myself, how does the economist gain the ear of the public? That 
is a hard question to answer, because the economist is generally an 
amateur as journalist, orator, or politician. He can seldom reach the 
mass of people directly through popular media of communication or 
political processes. (Paul Douglas is a notable exception.) His forum is, 
therefore, more restricted: the classroom, the campus radio, the pro- 
fessional or scientific journal, the government conference, etc. But in 
these spheres he is dealing with the leaders or potential leaders of 
public opinion; since his audience though not large is select, he may 
exert a potent influence on public policy if his ideas are valid and his 
method of presentation is effective. I urge economists to speak and 
write on every suitable occasion to the end that rationality and knowl- 
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edge rather than prejudice and ignorance may guide economic policy in 
government and industry. 

You will recall that I fortified myself at the beginning of my paper 
with a quotation from Dr. Johnson. As I close, I feel the need of further 
protection, which I find in one of Daniel Defoe’s essays. In this particu- 
lar essay, Defoe proposed that women should receive an education-— 
an opinion far advanced for the year 1696. Knowing that his views 
would not be welcomed by his generation, Defoe ended his paper with 
these words: “This chapter is but an essay at the thing, and I refer the 
practice to those happy days, if ever they shall be, when men shall be 
wise enough to mend it.” When indeed will men be wise enough to 
mend the present policies toward transportation services and rates and 
seek earnestly to establish an optimum system? 


| 
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THE OPTIMUM GEOGRAPHIC UNIT IN ELECTRIC 
RATE MAKING 


By F. KENNEDY 
University of California, Santa Barbara College 


Rate making involves political and social policies, as well as economic 
policy. These policies have been variously defined in the literature and 
it is of some value to clarify the meanings in connection with geo- 
graphic rate making for electric utilities. 

Political aspects take into account the consumers in their role of 
electorate. From this standpoint the commission is the servant of the 
consumers and, accordingly, it must consider the reactions of con- 
sumers to rates. The utility company also must consider these political 
aspects and deal with them as a problem of public relations. The 
political aspect gives rise to standards for rates such as equity, sim- 
plicity, ease of computation and understanding, and uniformity. The 
political aspect also has some economic content, inasmuch as reactions 
of consumers reflect their ideas on economics. 

Economic policy is sometimes treated in the narrow sense of being 
limited to an analysis of supply and demand factors in the market. This 
narrow view leaves a broad field for social policy, under which other 
aspects of the rate problem are treated. For example, it has been said 
that low rates to a rural area cannot be justified on economic grounds 
but that they may be justified on social grounds. The present tendency 
is to take a broad view of what constitutes economic policy and to 
include in it much of what used to be distinguished as social policy. 
For example, in a recent article Nancy Ruggles points out that subway 
rides may be priced below marginal cost because the subway rider 
benefits landowners, automobile drivers, and employers in large cities. 

In addition to political, social, and economic aspects, separate con- 
sideration should be given to the administrative aspect. The term 
administrative is used for those aspects of the rate-making problem 
that affect the functions of the commission and company. For example, 
commissions and companies are interested in low cost of billing and 
this has led to an administrative standard of simplicity of schedules. 
Similarly, the standard of uniformity of rates is based on the interests 
of commissions and companies in ease of demonstrating equitable treat- 
ment if challenged, low cost of rate making, reduction in customer com- 
plaints to the commission, and better public relations for the company. 

The electric utility systems of the United States exhibit great variety 
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as to organization and geography, and what constitutes the optimum 
geographic unit for rate making in one type of system will not apply to 
another. This can be illustrated by an analysis of several types of 
systems in terms of the geographic rate factors of distance and density. 

The first type selected is an electric system designed to serve a dense 
population in a large city, such as New York. The service area is com- 
pact and there are no great distances between generating stations and 
any customer. Here distance is a negligible factor, but a failure to 
consider density may result in serious geographic discrimination. This 
point was made by Watkins in 1921 in his book, Electrical Rates, in 
which he proposed a system of density discounts in the energy rate 
based on consumption in a given street block per foot of block front. 
His proposal would go far to eliminate geographic discrimination and 
the difficult problems of the isolated plant and submetering in large 
cities, but it has not gained acceptance because it involves complicated 
rate schedules that are objectionable from the political and administra- 
tive standpoints. 

A second type of system can be illustrated by reference to System 
Number 16 in the Cost of Distribution Survey made in the thirties by 
the Federal Power Commission. This system, known as the Helena 
Group of the Arkansas Utilities Company, serves three small com- 
munities: Helena, West Helena, and Marianna. The generating station 
is in Helena from which a transmission line runs twenty-five miles to 
Marianna. Here distance can readily be accounted for and geographic 
discrimination can be avoided by following the principle used in basing 
point economics of charging for service on an F.O.B. plant basis. 
Density in Helena and Marianna can also be separately treated for 
rate purposes. 

A third type of system is that which is sometimes described as a semi- 
state-wide system or an area-type integrated system. The latter term is 
more accurate since some of the systems in this category extend over 
several states, as does the system of the American Gas and Electric 
Company, which stretches from Michigan to Virginia. This type has a 
large service area of thousands of square miles served by an integrated 
transmission system which is energized by many generating stations, 
often both hydro and steam. It may serve several hundred communities 
and rural areas, which exhibit great variations in population and a 
diversity of service conditions. Principal attention in the balance of this 
paper will be devoted to geographic rate making for this type of system 
because it raises many problems of analytical and practical interest and 
because this type is one of the principal forms of organization in the 
industry. 

In the area-type integrated system the distance factor becomes much 
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more complicated than in the two previous types of systems. The prin- 
cipal distance involved is that between the generating stations and the 
substations of each community served. The transmission line cannot be 
conceived as a line running from a generating station and along which 
the communities are strung so that a measure of distance can be ob- 
tained. The transmission system is better conceived as a loop on which 
many generating stations and communities are strung at various loca- 
tions. Modern standards of dependability of service tend to give the 
transmission systems a looplike structure on account of the desirability 
of providing service in many areas from more than one direction. 
Furthermore, interconnection among different systems has gained in 
importance in the last twenty-five years and interconnection, by its 
nature, tends to occur at the borders and not at the center of the system. 
Under these conditions of supply and transmission, the concepts of “load 
center” and “generating center” are not of much use. Energy may come 
from different plants and different directions at different times of the 
day. In this kind of system it is administratively impossible to compute 
precisely the costs of transportation of energy to a particular com- 
munity. The distance factor becomes a misnomer because there is no 
fixed point of generation, or a generating center, from which to measure 
distance. The best solution is to deal with “system costs” of generation 
and transmission which are averaged throughout the system; so that 
any two communities receiving at their substations the same amounts of 
energy under the same conditions are treated as having identical costs 
for the energy. 

System costs cover the costs of bringing energy to each community; 
the costs beyond this point can be classified as “local costs.” For our 
purposes it is best to fix the boundary between system and local costs 
at the high voltage side of distribution substations. In this way local 
costs reflect station costs affected by size of community. Accordingly, 
local costs will be treated as starting on the high voltage side of distri- 
bution substations, while system costs will include all operations from 
this point back to the sources of supply. 

Density is an important, but not the sole, determinant of variations 
in local costs. Generally, local costs vary inversely with density, but in 
areas where the density factor reaches a very high value, the utility may 
be forced to use underground construction, the higher investment costs 
of which tend to counterbalance the economies of density. Many other 
factors influence local costs. Climate has its effects in the frequency and 
severity of sleet, wind, and thunderstorms, in the amount of precipita- 
tion, and in the extremes of temperatures. Soil conditions affect costs 
of pole-setting. Furthermore, the scale of operations in a community 
may affect local costs. 
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Local costs are distinguished from system costs in that they are 
geographically assignable for the most part. The distribution facilities 
of a particular community are not jointly shared with another, and the 
expenses of operation and maintenance of the facilities are more easily 
assigned to the proper community. 

It is difficult to get reliable data on differences in local costs of service 
for the different classes of electric customers. Cost-of-service studies 
are not often made, and when they are, companies and commissions are 
reluctant to make them public. Perhaps the best data available on local 
costs are those in the survey of the Federal Power Commission made 
in the early thirties. This survey highlights the great variations in local 
costs among the areas studied. For example, the cost of distribution of 
residential electricity in urban areas by overhead systems for privately- 
owned utilities varied from 1.38 cents per kilowatt-hour in Portland, 
Oregon, to 4.09 cents in Hershey, Pennsylvania. Using a dollar-per- 
customer basis, the same study shows that the annual cost per customer 
for distribution by privately-owned utilities ranged from a low of $9.95 
in Lewisburg, Pennsylvania, to a high of $29.16 in Seattle, Washington. 
The areas studied in this report show great diversity in operating condi- 
tions and it is unlikely that such diversity could be found in any one 
area-type integrated system. In the main, this survey is devoted to an 
analysis of variations among systems rather than among areas served 
by any one system. Comparisons are available for rural and urban areas 
of a few systems and these show that there may be extreme variations 
in one system. For example, in the Portland General Electric Company 
System rural costs were 4.87 cents per kilowatt-hour compared to 1.38 
cents in the urban area. 

The Public Service Commission of Wisconsin publishes studies of 
expenses that provide a measure of local costs that differs in some ways 
from the concept used in this paper. These studies show total electric 
expenses, excluding production, transmission, depreciation, and taxes. 
No attempt is made to allocate these costs among the various classes of 
service, nor are allocations made of certain expense items that are not 
all chargeable to local costs, such as general and administrative ex- 
penses. Despite these differences from our concept of local costs, the 
expense ratios are of interest. In 1949 the cost per customer in class A 
and B private utilities was $23.72. In class A and B municipal utilities 
the comparable figure was $12.36. For private utilities, the density 
measured in terms of customers per mile of line was 20.52, and for the 
municipal utilities the comparable ratio was 41.32. The expense in 
private utilities was about double that in municipals, while the density 
was about one-half that of municipals. 

The Public Utilities Commission of California has established six 
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zones for residential and commercial service in the area-type integrated 
system of the Pacific Gas and Electric Company. Geographic differ- 
entials have been established for the rates in these zones, which reflect, 
among other things, local costs of service. The following tabulation 
shows typical bills for 200 kilowatt-hours of residential service in the 
six zones and the amounts by which the bills of each zone differ from 
that in Zone 1. 
Typicat ror 200 Kirowatr-Hovurs or RESIDENTIAL ELECTRICITY, AND AMOUNTS 
or DirFERENCE IN Bitts By Zones, Paciric Gas AND ELEcTRIC COMPANY 


Zone 1 2 3 4 5 
Bill—200 kw-hrs. $4.79 $5.07 $5.36 $5.65 $5.86 
Excess over Zone 1 28 57 86 1.07 


Geographic Pricing Under Regulated Price Discrimination 


Time limits the scope of this discussion to residential rates. Most of 
what is said will also apply to commercial rates, but the special problems 
relating to the nature of demand for commercial service have not been 
examined. The problems of geographic pricing for industrial rates are 
of a different order and are not covered here. 

Nancy Ruggles has pointed out the value of the marginal cost prin- 
ciple in promoting economic welfare in utility rate making. She also 
shows that this principle has been developed into a workable form of 
utility pricing by Clemens in what he calls the theory of regulated price 
discrimination. 

The discussion that follows attempts to place the problems of geo- 
graphic rate making in the framework of the theory of regulated price 
discrimination. Consideration will first be given to the problems of costs, 
followed by a consideration of the problem of demand. 

Although the theory of price discrimination stresses the importance 
of demand, it requires a determination of costs in order to arrive at 
appropriate prices and outputs. In the area-type integrated system, 
administrative requirements dictate that costs of generating and trans- 
mitting energy be averaged for the system. Under this method system 
costs of energy will be the same at every substation and rates will reflect 
no geographic differentials arising from system costs. On the other 
hand, local costs of distributing the energy within communities will 
show substantial and measurable differences. 

The fact that local costs differ in several hundred communities pre- 
sents a difficult problem of rate making, for which three solutions are 
offered. Economic principles indicate the need for tracing costs and 
assigning them to the responsible customer or group. A strict application 
of this principle would result in a separate schedule for each community. 
At the other extreme, administrative principles stress simplicity and low 
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costs of rate making and billing, and these aims can best be achieved 
by a single schedule for the entire area. The third solution gives weight 
to both principles by suggesting the classification of communities into 
two or more rate groups. This compromise results in less geographic 
discrimination than the uniform rate system and greater simplicity 
than the system of separate schedules on a community basis. 

How many geographic groups or zones should a commission establish 
in a particular system? As a guide to this determination the data on 
local costs of each community can be arranged in an array. This array 
can be divided into groups. The appropriate number of groups depends 
upon the range and clustering of the cost data, but a final decision on 
the appropriate number must be based upon judgment that weighs the 
conflicting administrative and economic requirements. 

The nature of the zone system of geographic rate making can be 
illustrated by reference to the structure and prices of the residential 
schedules of the Pacific Gas and Electric Company. The blocks and 
prices in the six zones of that company are tabulated below. 


SERVICE CHARGES AND PRICES PER KILOWATT-HOUR, IN CENTS, FOR RESIDENTIAL 
SERVICE IN THE Pactric GAs AND ELectric COMPANY 


Zone 1 2 3 4 5 6 

Service Charge 42¢ 53¢ 53¢ 53¢ 58¢ .64¢ 
First 40 kw-hrs. 3.07 3.07 3.39 Zz 3.92 4.66 
Next 60 kw-hrs. 2.23 2.33 2.44 5 
Next 100 kw-hrs. 1.80 1.91 2.01 | 
Excess 1.06 1,06 1.06 0 


2.12 2.44 
1.06 (1.17) 
(0.95)* 


* Ten per cent seasonal discount and penalty in accordance with irrigation pumping load 
in this zone. 


1 
4 2.65 3.18 
2 


These schedules are uniform as to structure or form, having identical 
blocks, but show diversity as to rate level with varying prices in the 
zones. Differences in local costs are recovered in the first 200 kilowatt- 
hours of consumption per month. Beyond this, the incremental rate 
is uniform in all zones. The uniformity of structure yields some of the 
administrative advantages of uniform rates and the price variations 
reflect adherence to the economic principle of pricing according to costs. 

Rate making in terms of system costs and local costs cuts across the 
traditional concept of the three-part rate based upon customer costs, 
demand costs, and energy costs. Local costs include customer costs and 
that part of demand costs originating in the distribution system, and 
system costs include energy costs and the demand costs that are related 
to the transmission and generation system. Local costs are recovered 
prior to the last or incremental block. This provides all customers in 
the system with the equal opportunity of using some electricity at the 
marginal cost of residential service, provided they use more than 200 
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kilowatt-hours. This meets one of the tenets for an acceptable discrim- 
inatory schedule given by Clemens: that production should be extended 
to the output where marginal cost is equal to demand price. 

The California Commission has made no exact statement of the 
method used in formulating rates for the various zones but the testi- 
mony, exhibits, and opinions in pertinent rate cases tend to show that 
the differences in zone prices are largely in accord with differences in 
local costs of service. The Commission stated in the Richmond case 
that competitive conditions and value of the service were factors to be 
weighed, as well as density and cost to serve, but there is little indica- 
tion that much weight is assigned to factors other than local costs of 
service. 

Regulated price discrimination uses the blocks of the rate schedule 
to divide the various uses of the service, with the result that higher prices 
are charged for the more inelastic demands and the most elastic demand 
gets service at marginal cost. The familiar block-meter type rate follows 
this principle, as does the zone system illustrated above. Clemens in 
his treatment of price discrimination analyzes the divisibility of de- 
mands for electric service in two categories. Demands can be divided 
into classes, such as residential and industrial, with the latter receiving 
a lower price by reason of its more elastic demand. Residential service 
can be divided into blocks in accordance with the demands for it in 
different uses, such as lighting and heavy-duty appliances. In the latter 
use, a lower price can be charged because there is greater elasticity of 
demand arising from substitutes available. The zone system suggests 
another form of divisibility of demand: that between different geo- 
graphic areas. 

Although not much is known about geographic differentials in the 
demand for residential electricity, there is some evidence that demand 
in the urban areas is more elastic than in the rural areas of the Pacific 
Gas and Electric Company as shown by the following excerpt from its 
1950 Annual Report: 


The average annual use in incorporated areas was 1482 kilowatt-hours, and in unin- 
corporated areas 2680 kilowatt-hours. The difference arises principally from the fact that 
low-priced natural gas is available in most cities and towns. Where available it has 
largely pre-empted the market for domestic cooking and water heating, whereas electricity 
is more widely used for these purposes where piped natural gas is not generally available. 

In, most area-type integrated systems the demand for residential 
electricity is probably more elastic in urban than in rural areas, in- 
asmuch as substitutes for electric service are better and more widely 
available. One example is the availability of gas service as a substitute 
for electricity cited above. In addition, commercial laundry service 
competes more effectively in urban areas with the use of electricity for 
washing and ironing in the home. Similarly, commercial recreation 
competes with the use of electricity in home recreation. 
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If urban demands for residential electricity are more elastic than rural 
demands, application of the theory of price discrimination will result in 
lower rates for urban areas to tap these demands. Uniform rate systems 
violate this principle in charging urban and rural areas the same price. 
This has been justified as a territorial promotional policy which by 
offering favorable rates to the higher cost rural areas promoted greater 
use of service with subsequent benefit to the customers providing the 
subsidies. It is doubtful that a uniform rate system ever developed such 
a profitable business in the high-cost areas as to repay the low-cost 
customers for the subsidies advanced previously. Subsidies to rural users 
might have been justified in the twenties and early thirties when the 
saturation rate of electric customers in rural areas averaged about 10 
per cent. The lower rates attracted customers and their use of energy 
served to demonstrate electricity and induce neighbors to take the serv- 
ice, thus building up geographical density and density of usage to a 
point where the rural areas could be self-sustaining at a level of rates 
they could afford to pay. This was a special case, and the high rates of 
saturation in most rural areas now eliminates the justification in this 
form. 

The zone system illustrated here uses differences in demand in the 
conventional manner of any block-meter type rate. Although lower 
prices prevail in the urban areas and demands are more elastic there, 
the pricing is largely a result of differences in local costs rather than in 
differences in demand. This leaves the question of whether a zone sys- 
tem could be used to charge rates that reflect geographic differences in 
demand, aside from differences in costs. 

The conditions required for price discrimination are nontransfer- 
ability, divisibility, and monopoly. It is clear that geographic pricing 
meets the first two conditions because service cannot be transferred 
from a customer in one community to another and customers can be 
classified by their geographic location. An area-type integrated system, 
however, does not possess the necessary degree of monopoly to permit 
geographic differentials if municipal ownership is an alternative open 
to the communities. This may be illustrated by considering two com- 
munities in which local costs are the same but in one of which demand 
is more inelastic. Price discrimination would result in higher prices in 
the community with inelastic demand, and consequently the utility 
would earn a return that was higher than average. The community could 
turn to municipal ownership to capture the excessive profit or to reduce 
its rates to the level of other communities. 

The zone system has differentials in zone prices but these vary with 
local costs so that the rate of profit tends to be uniform in all communi- 
ties. Uniform rate systems, on the other hand, are vulnerable to the 
inroads of municipal ownership in low-cost areas where profits will be 
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above the system average. That municipal ownership has not made 
greater inroads under this rate policy is due to lack of knowledge and 
inertia of the citizens, as well as other barriers to the inauguration of 
public ownership. 

It appears then that price discrimination cannot be applied to geo- 
graphic pricing in area-type integrated systems if municipal ownership 
is permitted as a real alternative to service by the utility system. 
Clemens cites as one of the justifications for the use of price discrimina- 
tion in utility rate making that the rate schedules developed conform 
to the cost of servicing the customer. Geographic rate making under the 
zone system reveals an inverse corollary to this: that when rates are 
based on differences in costs the resulting schedules conform to what an 
analysis of differences in demand would have yielded. This corollary is 
true in cases where the urban communities are characterized by both 
lower costs of service and more elastic demands. 

Communities aggrieved by geographic differentials in prices may 
respond by imposing taxes to recapture utility earnings attributed to 
higher prices. From the standpoint of consumers in the system, this may 
develop into a fruitless rivalry of communities much like competitive 
devaluation in international trade. One method for dealing with this 
is for the state to remove the power of municipal corporations to tax 
utilities. In the absence of this prohibition, the uniform rate system is 
vulnerable to this attack, but the zone system can meet it because it 
treats local taxes as additional local costs which enter into the rates of 
the community, thus defeating the purposes of the retaliatory taxes. 

Conclusion. Three solutions are offered to the problem of the opti- 
mum geographic unit for residential rates in the area-type integrated 
system. The community-basis system provides the best recognition of 
geographic differentials in costs, but it must be rejected because its rate 
structure is administratively burdensome. The uniform rate system 
makes the entire area the geographic unit. This system represents the 
maximum departure from geographic costs. It is vulnerable to attacks 
from municipal ownership and local taxes on account of high rates of 
return earned in the low-cost areas. The zone system is recommended 
as providing the optimum geographic unit in the area-type integrated 
system. It is a workable rate system that embodies the economic ad- 
vantage of reflecting cost differences in prices and some of the adminis- 
trative advantages of simplicity and uniformity in rates schedules. 
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DISCUSSION 


EpMUND A. NIGHTINGALE: The revival of interest in and consideration given 
to welfare economics in recent years have apparently led Professor Dewey to 
direct his talents and our attention to the criteria for the establishment of an 
optimum transportation system. In any comments which follow we shall bear 
in mind that Professor Dewey stated in his stimulating and provocative paper 
that he has given us a counsel of perfection which, however sound, may be 
unattainable for several generations in the transportation field for reasons 
indicated in his paper. 

Professor Dewey’s three basic assumptions—mixed ownership of the Ameri- 
can transportation system, strong government regulation, and legal freedom 
of choice by users of the service (mode of transportation and routing within 
the mode selected)—are reasonable and in correspondence with the current 
situation and the foreseeable future. It is presumed that the governmentally- 
owned sector refers to the Federal Barge Lines, the highway system, and pos- 
sibly certain municipally-owned passenger transportation systems. 

Few will differ with Dr. Dewey’s general statement and critique of the 
nature of the optimum. The attainment of the optimum, however, should ob- 
viously not be confined to the transportation system. Time will not permit 
nor does this discussion require further elaboration of the treatments of wel- 
fare economics which are currently given generous space in various economic 
journals. Failure to attain the optimum under the enterprise system involves 
the danger that the uncritical will conclude that the best approach is through 
government ownership, state planning, or some form of authoritarian control 
of resource allocation. Choice in economic matters may be made collectively 
by ballot in a political democracy, but economic policies are generally imple- 
mented at the governmental level by relatively few individuals. Modifications 
of bad choices may occur through exercise of the franchise at frequent inter- 
vals. Current British experience, however, would appear to indicate that re- 
versal of certain economic choices is a difficult if not impossible task. 

Under pure competition, market price will be the regulator of production. 
State ownership of productive property with free choice of expenditures by 
the consumer and free choice of occupation by the producer (the Lange the- 
sis) gives us little hope if the owner-entrepreneur of productive property de- 
cides that next year there will be but two colors or quality-grades of men’s 
suits or two modes of passenger or freight transportation. If governmental 
planning is to be tolerated and employed for the purpose of restoring free- 
market processes in the transportation field, it must follow that present legis- 
lative restrictions upon free entry into the field must be removed. Will such 
action place us where we were before 1920 in the railway field or until 1936 in 
the interstate motor carrier field? The adjustments in the process of achieving 
a stable equilibrium in the transportation field under the condition of free 
entry may be very painful and, more likely, disastrous to some carriers. 
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Professor Dewey’s first criterion for establishing an optimum transportation 
system is fundamentally the end purpose of our national transportation policy 
as stated in the Transportation Act of 1940. When he states further that “in 
an optimum system, passengers and commodities are routed in the most effi- 
cient way; each unit of traffic moves as it should move,” questions may be 
raised about either a latent assumption of perfect technical knowledge on the 
part of users of the service or a forecast of a great increase in registration of 
students in the field of traffic management. Similarly, competitive freight and 
passenger solicitation, the purpose of which is to shift the industry demand 
curves for different modes of transportation and, in particular, individual firm 
demand curves for common-point freight and passenger service within a mode 
of transportation, will cease during the reign of the super-traffic managers. 

The optimum transportation system which Dr. Dewey foresees is dynamic 
rather than static. Stress is laid upon the need for modification of that system 
in response to changes in demand arising from population changes and mili- 
tary requirements and to technological improvements. The past decade, memo- 
rable for a war of unprecedented scale and a population growth of almost 
twenty million, affords striking evidence of the impact of these factors upon 
demands for transportation services. During this decade the railroad sector of 
the national transportation system was characterized by the acceleration of the 
diesel-electric motive power revolution and further centralized traffic control 
installations with their cost-reducing implications and a 58 per cent gain in 
revenue freight ton-miles from 1940 to 1950. In 1944, revenue ton-miles were 
about twice and passenger-miles about four times the 1940 totals. Motor 
freight transportation and commercial aviation grew at even greater rates dur- 
ing the five postwar years. Technological improvements are adopted or adapted 
solely for the purpose of producing transportation services more efficiently and 
economically. Capital formation in the transportation sector of the enterprise 
system in response to the foregoing influences occurs only if those responsible 
for investment decisions are reasonably certain that new investments will 
yield the going rate of return and be recouped over the service life of the alter- 
ations. Professor Hotelling’s observation that “it will be better to operate the 
railroads for the benefit of human beings, while letting dead men and dead 
investments rest quietly in their graves,” offers no encouragement to those 
who must make the investment decisions in the field of regulated private enter- 
prise wherein rates are subject to review and revision by regulatory authori- 
ties and industrial policy is against public aids. 

We turn to Dr. Dewey’s guiding principle for securing the ideal transporta- 
tion system characterized by optimum allocation of resources: a rate structure 
corresponding to marginal costs. Our chairman, Professor C. Emery Troxel, 
has excellently analyzed elsewhere the defects and limitations of marginal-cost 
pricing in the public utility field. Dr. Troxel has indicated that marginal-cost 
control of prices is based on social considerations rather than conditions of pri- 
vate investments and involves the practical difficulty of measurement of mar- 
ginal costs. Further limitations are the firmly established judicial concept of 


* Harold Hotelling, “The General Welfare in Relation to the Problem of Taxation and 
of Railroad and Utility Rates,” Econometrica, July, 1938, pp. 242-269. 
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reasonable price control in legal thinking and the unattractiveness of untested 
marginal-cost pricing to commissioners who prefer simple and workable meth- 
ods of control.? 

In the case of pure competition, the individual producer of a standardized 
or homogeneous product is unable to affect price appreciably by alteration of 
his output and faces a horizontal demand curve for his product. In the long- 
run competitive equilibrium, his output and that of other producers in the in- 
dustry are such that price or average revenue is equal to marginal revenue, 
short-run marginal cost, short-run average cost, long-run marginal cost, and 
long-run average cost (AR = MR = SMC = SAC = LMC = LAC).* In 
an imperfectly competitive transportation system, regulated or unregulated, 
the individual producer faces in the short run negatively inclined average reve- 
nue and marginal revenue curves for particular classes of transportation serv- 
ice. It should be noted also that to the extent to which variable (out-of- 
pocket) costs are constant in terms of the traffic unit over the range of output 
for a particular class of traffic, short-run variable costs and marginal costs are 
identical. Output is determined by the point of equivalence of SMC and MR, 
and average revenue at this output is the rate which will make the largest 
contribution to constant (fixed) costs subject to the limitations of reasonable- 
ness of particular rates under regulation. Given the position of the short-run 
cost curves, the price or rate is generally greater than SMC and the relation 
of SMC and SAC to the rate (average revenue) depends upon the location of 
the demand curve. Under regulatory action reducing a particular rate or fare 
within the limitations of the rule of Northern Pacific v. North Dakota (236 
U.S. 585) or in instances where such action is taken voluntarily by the carrier 
to meet prospective competition of other carriers within the mode, of another 
mode of transportation, or other changes in the transportation characteristics 
surrounding the kind of service in question, output will be greater than that 
indicated by the current equation of MR and SMC. The array of short-run 
cost curves for an existing plant producing a single product under imperfectly 
competitive conditions has conceptual significance in the railroad transporta- 
tion field only for equated traffic units (adjusted passenger-miles and freight 
ton-miles) or, alternatively, for a plant used exclusively for either freight or 
passenger service. 

Regulated carriers in large groups, usually territorial, are ordinarily allowed 
a general rate level which gives them an opportunity to earn operating reve- 
nues equal to total costs (including a reasonable return on net investment in 
transportation property). But the pricing of various classes of freight trans- 
portation service cannot be based on average ton-mile costs for all freight serv- 
ice in view of widely differing demand elasticities (within relevant price 
ranges) for various classes of service. Differential charging (in the sense of 
Professor Pigou’s discriminating monopoly of the third degree)‘ results at 
best in operating revenues for our national transportation system which ap- 


* Emery Troxel, Economics of Public Utilities (Rinehart & Co., 1947), Ch. 20. 

* George J. Stigler, The Theory of Price (Macmillan Co., 1946), p. 160. 

*A. C. Pigou, Economics of Welfare (4th ed.; London: Macmillan and Co., 1932), 
Chs. 18 and 19. 
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proach only in very good years total costs as defined above. Net railway op- 
erating income of the Class I railroads in 1949, about 687 million dollars and 
a 3 per cent rate of return, was just above the net income of the General 
Motors Corporation; railway net income of 438 millions available for divi- 
dends and other corporate purposes was considerably below that motorcar 
manufacturer’s net income. 

Dr. Dewey recognizes the difficulties inherent in the ascertainment of mar- 
ginal costs (either short-run or long-run) and indicates the importance of the 
element of judgment in such estimations. Rate makers will need more specific 
guidance as to which set of costs, assuming possibility of estimation, should 
govern at a given time. Dr. Dewey stresses further “that present accounting 
systems are inadequate to determine with suitable precision the marginal costs 
of transportation companies, by kinds of traffic and conditions of service. It 
will require close co-operation of carriers and government to bring about the 
necessary changes in existing accounting practices.” No clews to “the neces- 
sary changes” in existing uniform accounting systems are given in his paper. 
Accounting systems are generally designed to reveal the financial condition of 
an enterprise at a given instant of time and the process of change in assets, 
liabilities, and net worth over an accounting period. Any knowledge of a carri- 
er’s costs is generally derived from special studies of accounting and operat- 
ing data. 

If the economist is to be helpful to those who are responsible for rate mak- 
ing (carriers’ traffic officers initially and regulatory bodies, insofar as their 
statutory powers include prescription of rates after hearing), his suggestions 
must be reasonably specific and practicable. Rate making is primarily an ex- 
ercise of well-informed judgment. The Interstate Commerce Commission has 
said that rate making is not an exact science and there is no mathematical test 
of a reasonable rate (229 L.C.C. 357, 369). Precise information on every 
transportation movement is highly desirable but administratively impossible. 
The rate makers employ approximate, but generally effective, out-of-pocket 
cost floors with considerable success. It is entirely conceivable that the incre- 
mental cost of determining precisely marginal costs (short-run or long-run) 
would raise these marginal costs to such a degree that the process would be 
self-defeating and constitute a further misallocation of resources in this im- 
perfectly competitive field. 

The outstanding work in the field of rail transportation costs by the Inter- 
state Commerce Commission’s staff under the leadership of Dr. Ford K. Ed- 
wards has provided a foundation upon which adaptations and refinements have 
been and can be made for various modes of transportation. It should be noted 
that the rail freight cost studies of the Commission’s staff, unveiled in I.C.C. 
Docket No. 28300, Class Rate Investigation, 1939, at St. Louis in July, 1941, 
are in terms of out-of-pocket (variable) and constant (fixed or nonassignable) 
costs. These out-of-pocket costs are also referred to as “added traffic costs,” 
“direct costs,” or “assignable costs.”* Dr. Edwards has recently termed them 


* Rail Freight Service Costs in the Various Rate Territories of the United States, 78th 
Cong., Ist Sess., Sen. Doc. No. 63 (June 8, 1943), prepared by Ford K. Edwards, p. 1. 
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“marginal cost per unit.’® The importance of knowledge of out-of-pocket costs 
for purposes of determining approximate rate floors, relative heights of rates, 
and elasticity of demand for transportation by alternative modes cannot be 
overemphasized. 

Averaging of incremental costs in the production of transportation services 
is inescapable in view of the fact that a particular service is generally pro- 
duced in blocks. Train expenses are generally incurred by the train-mile (simi- 
larly for other modes of transportation, by the truck-, bus-, airplane-, or vessel- 
mile), whereas revenues from the block of service are earned by the ton-mile 
or passenger-mile. Modern mainline high-tonnage freight operations are gen- 
erally scheduled in terms of maximum tonnage of loaded and/or empty cars 
which can be hauled by available motive power within the limits of gradients 
and weather conditions. The freight train of one hundred or more cars may 
consist entirely of one bulk commodity, such as bituminous coal or iron ore, 
but more commonly is a great mixture of packaged and bulk commodities 
with varying transportation characteristics. The portion of operating expenses, 
rents, and taxes which are variable with traffic volume must be converted to 
out-of-pocket cost per meaningful service unit such as the revenue ton-mile 
or loaded-car mile. The rate maker setting new rates or adjusting existing 
rates is vitally concerned with the variable (out-of-pocket) costs for various 
classes of traffic. Once these floors have been approximated, the extent to which 
constant (fixed or nonassignable) costs can be recouped in specific rates de- 
pends basically on the characteristics of the demand curves for transportation 
of the various classes of commodities which reflect, among other things, com- 
petition within the mode and substitutability of other modes of transportation. 

If we are to have better knowledge of the demands for various classes of 
transportation services by various modes of transportation, the need for further 
study of these demands is apparent. The carriers’ relatively meager knowledge 
of these demands has been developed over the years by trial and error. A new 
rate is set or an existing rate is adjusted and the resulting effects upon the 
traffic movement are observed. Rates under which little or no traffic moves 
(“paper” rates) must of necessity be adjusted to realistic, but less compensa- 
tory, levels unless the sources of the traffic have disappeared. Similarly, rates 
once compensatory but currently below variable (out-of-pocket) costs, notably 
less-carload and less-truckload rates on small shipments, must be adjusted up- 
ward, pressure groups and regulatory bodies permitting. Supplementing the 
records of individual carriers and the Interstate Commerce Commission’s 
freight commodity statistics are the recent and excellent carload waybill 
analyses prepared by the Commission’s Bureau of Transport Economics and 
Statistics. These studies, derived from samples of 1 per cent since 1947, pro- 
vide a wealth of data relative to traffic and average-revenue aspects (per 
hundredweight, car, short-line car-mile, and short-line ton-mile) of various 
commodity classes arranged by territorial movements, type of rate, and length 


*Ford K. Edwards, “Transportation Costs and Freight Rates,” Cost and Value of 
Service for Common Carriers (Washington: Association of Interstate Commerce Commis- 
sion Practitioners, 1951), pp. 80, 81. 
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of haul. The Commission’s Bureau of Accounts and Cost Finding (Cost Sec- 
tion) study, Distribution of the Rail Revenue Contribution by Commodity 
Groups, 1949 (Statement No. 2-51, July, 1951), continues the analysis of 
Statement No. 4-50 for 1948. The purpose of these path-breaking Cost Sec- 
tion studies “is broadly to indicate the extent by which the revenue earned 
from the several commodity classes and groups exceeds the estimated out-of- 
pocket costs of handling the traffic.” Data in the 1948 statement were the 
basis for Mr. Delbert M. Steiner’s study of elasticities of revenue contribu- 
tions (amounts by which revenues exceeded out-of-pocket costs) of various 
commodity classes and groups.’ All of the foregoing studies should be highly 
informative and helpful to the rate makers, regulatory bodies, and users of 
the service. 

Dr. Dewey indicates that “discriminatory rates tend to cause the uneco- 
nomic location of industry and agriculture.” This point loses force under 
effective regulation. The geographical descriptions “region, district, or terri- 
tory” were added to Section 3 of the Interstate Commerce Act by the Trans- 
portation Act of 1940. The outstanding subsequent example of findings of and 
orders to remove undue and unreasonable preference and advantage and un- 
due and unreasonable prejudice and disadvantage, territorial and interterri- 
torial, is found in the companion proceedings, I.C.C. Docket No. 28300, Class 
Rate Investigation, 1939, and I.C.C. Docket No. 28310, Consolidated Freight 
Classification. These investigations were instituted simultaneously by the 
Commission’s orders of July 29, 1939, as modified August 1, 1940, heard on 
the same record by the same division of the Commission in a series of hear- 
ings conducted in several cities, and decided on May 15, 1945, in a single 
report, 262 I.C.C. 447-766. The Commission found in Part I of this report that 
existing (1945) interstate rail freight classifications were unjust and unreason- 
able for the future insofar as ratings therein were nonuniform and gave the 
carriers a reasonable opportunity to initiate a lawful uniform classification 
based on the findings before the Commission undertook the task. The eastern, 
southern, and western groups of carriers promptly assured the Commission 
they would make and tender a uniform classification based on the findings in 
Part I and appointed a committee to perform this heavy task. Interstate class 
rates determined by the ratings in the three major existing classifications 
within and between the territories east of Mountain-Pacific Territory were 
found unjust and unreasonable for the future in Part II of the report. In 
order to minimize the violations of the Interstate Commerce Act pending the 
completion of the uniform classification, the Commission found reasonable in 
Part III of the report an interim adjustment under which existing interstate 
class rates in Official Territory, held to be unreasonably low, were raised by 
10 per cent. Reductions of 10 per cent were ordered in interstate class rates 
within and between Southern, Southwestern, and Western Trunk Line Terri- 
tories, and between those territories on the one hand and Official Territory, 
including Illinois Territory, on the other hand, subject to a minimum scale 
which coincided with the Appendix 10 scale ultimately to be applied simul- 
taneously with the uniform classification. 


* Delbert M. Steiner, “The Demand for Transportation by Commodities,” 1.C.C. Prac- 
titioners’ Journal, October, 1950, pp. 3-18. 
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Certain northern and New England states and a number of western rail- 
roads initiated actions in the fall of 1945 to set aside the Commission’s Part 
III interim order. The Commission’s order was upheld in entirety by the 
United States Supreme Court in State of New York v. United States, 331 U.S. 
284, decided May 12, 1947, and the interim adjustment became effective 
August 22, 1947. Further proceedings in Dockets Nos. 28300 and 28310 with 
respect to the revision of the Appendix 10 scale of uniform class rates to reflect 
reasonable postwar increases and the tentative uniform classification were held 
in 1950 and decided on July 26, 1951, in separate reports (281 I.C.C. 213; 
281 I.C.C. 329). The uniform classification and the uniform scale of class 
rates, subject to current or future increases authorized in Docket Ex Parte No. 
175, Increased Freight Rates, 1951, will become effective about June 1, 1952, 
when the results of this herculean effort will be available to users of the service 
on interstate movements within the great area east of Mountain-Pacific Terri- 
tory. Other investigations of interstate railway class rates already under way 
are Docket No. 30416, Class Rates, Mountain-Pacific Territory, and Docket 
No. 30660, Class Rates, Transcontinental Rail, 1950. Prehearing conferences 
in these cases were held at Salt Lake City, Utah, in September, 1951. 

We agree generally with Dr. Dewey’s analysis of the departures or devia- 
tions of the existing transportation system from the ideal and underline his 
point about “the failure of government to integrate its promotional and regu- 
latory programs into a consistent and logical whole.” The effects of unco- 
ordinated promotional and regulatory programs upon optimum resource allo- 
cation are obvious. It is to be hoped that any recommendations generally 
agreed te be sound in the Lea Report,® the Dearing-Owen study,*® the Sawyer 
Report,’® and the Bricker Report" will be given serious study by Congress in 
the near future. 

With respect to Dr. Dewey’s question of suitable forums in which the eco- 
nomist may gain the ear of the public in the matter of transportation policy, 
may we suggest the addition to his list of the transportation and traffic man- 
agement periodicals, meetings of the regional shippers’ advisory boards, edu- 
cational meetings of the traffic and transportation clubs and societies, regional 
and national meetings of the Association of Interstate Commerce Commission 
Practitioners and of the National Association of Railroad and Public Utility 
Commissioners. These are the forums in which the rate makers, members of 
regulatory bodies, and users of the service may be found. We bespeak for any 
economist before these groups the same inquisitive and open-minded hearing 
which we have given Dr. Dewey’s stimulating paper. 


Josepn S. RANsMEteR: It is a privilege and a great personal pleasure to be 
able to discuss Professor Kennedy’s very able paper which is certainly thought- 
ful and provocative. Nothing that I say hereafter should be taken to detract 


* National Transportation Inquiry, 79th Cong., 2nd Sess., House Report No. 2735, Parts- 
1 and 2, December 27, 1946. 

*Charles L. Dearing and Wilfred Owen, National Transportation Policy (Brookings 
Institution, 1949). 

* Issues Involved in a Unified and Coordinated Federal Program for Transportation 
(Report to the President from the Secretary of Commerce, December 1, 1949). 

™ Domestic Land and Water Transportation, 82d Cong., 1st Sess., Sen. Report No. 1039, 
October 19, 1951. Progress Report of the Senate Committee on Interstate and Foreign 
Commerce by its Domestic Land and Water Transportation Subcommittee. 
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in the slightest from this total appraisal. Nevertheless, my function is to point 
out problems, raise questions, and to extend the discussion in one direction or 
another. Wherefore, I venture these comments under four headings. 

Criteria for Appraisal of the Rate-making Unit. I would underscore Professor 
Kennedy’s observation that the choice of an optimum rate-making unit is a 
matter which cannot be determined by purely economic considerations. This 
is, of course, true of any decision implementing the regulatory process. It 
means that the best solution in terms of pure economic theory may be practi- 
cally unavailable and that, rather than seeking it, good policy will aim at 
something different which will give the best working results. 

The Concept of System Costs of Generation and Transmission. Professor 
Kennedy’s conception of the unitary nature of the costs of generation and 
transmission for all customers taking energy from a system grid seems to be 
well supported by the facts of life in the construction and operation of the 
modern regional power system. No doubt developments under Section 11 of 
the Holding Company Act lend added validity to this conception. I should 
suspect, nonetheless, that communities could be pointed out which are well re- 
moved from the primary system grid to reach which “incremental” transmis- 
sion costs are necessary. If this be the case, it would be consistent with Pro- 
fessor Kennedy’s reasoning that such special transmission costs be charged 
against these communities. On the other hand, the practical problem of defining 
and delimiting these separable transmission costs would certainly be difficult 
as soon as one was willing to extend the boundary of community cost re- 
sponsibility beyond the local substation. Perhaps in the ordinary case, any 
theoretical deficiency of the Pacific Gas and Electric (hereinafter PGE) ap- 
proach is more than counterbalanced by its practical convenience. 

The PGE Geographic Rate Structure. Professor Kennedy says that he is 
attempting to fit the PGE geographic rate structure into the theory of regu- 
lated price discrimination. However, despite the California Commission’s 
broad statement in the Richmond case of criteria considered in setting rates 
for the different areas served by PGE, Professor Kennedy says “there is little 
indication that much weight is assigned to factors other than local costs of 
service.” He further states that “the zone system has differentials in zone 
prices but these vary with local costs so that the rate of profit tends to be uni- 
form in all communities.” In application, then, this is not a system of regu- 
lated discrimination but rather a system of geographic pricing designed to 
minimize discrimination. Since it is assumed that diverse cost conditions are 
encountered in different communities, discrimination—in the sense of prices 
not reflective of underlying cost differences—would follow from a system of 
uniform rates. On the other hand, as Professor Kennedy also points out, a 
unique set of rate schedules for each community served would be administra- 
tively burdensome. Actordingly, under the PGE plan, communities which are 
substantially alike costwise appear to be grouped together, with rates set for 
each group on a cost-plus basis such that each community tends to pay its 
own costs and to make some reasonable contribution toward system costs. 

Even if this cost-plus basis in fact explains the PGE rate structure, the 
problem mentioned by Professor Kennedy as to the determination of an ap- 


| 
| 
| 

\ 


PUBLIC UTILITIES, TRANSPORTATION—DISCUSSION 671 


propriate number of rate classes must yet be solved. I am not so sanguine as 
is he as to the readiness with which this problem can be surmounted by the 
analysis of clusters on an array of communities in accord with distribution 
costs. The development of such an array presupposes, first, a thorough study 
of distribution costs in individual communities (which in turn presupposes 
satisfactory definition of community boundaries) and, second, it presupposes 
the choice of an appropriate standard in terms of which distribution costs may 
be expressed for purposes of comparisons among communities. It would not be 
inconceivable that a community which was relatively high cost on a per cus- 
tomer basis might be relatively low cost on a per kilowatt-hour basis. Thus one 
must accept the results of community cost classifications with some reserva- 
tions. 

I recognize that PGE has in truth made substantial strides in the direction 
of rate uniformity. Nevertheless, if its system of zone pricing is to be em- 
ployed, I would submit that it ought to be put expressly upon a cost basis and 
that alone (for reasons which will be more apparent in a moment), and fur- 
ther that cost differentials between communities ought to be periodically re- 
examined to determine whether a one-time cost justification for a rate differ- 
ential still exists. Moreover, there should be flexibility of classification so that 
if the appropriate cost classification of a community should change—as by 
reason of an increase in density of utilization, for example—it could readily, 
perhaps automatically, shift to a more appropriate classification. Finally, this 
type of system ought not to be conceived as a zone system of pricing at all, 
for this is a phrase which ordinarily connotes a series of geographic bands or 
belts. Clearly, this is not the way in which costs of distribution of electricity 
for different communities (nor demand elasticities either, for that matter) will 
vary. Perhaps the phrase “community cost” system or “community cost-class” 
system would put the emphasis where it ought to be placed. 

Regulated Geographic Price Discrimination for Electricity. I should like to 
discuss for a few moments the problem of regulated price discrimination which 
Professor Kennedy touched upon at the close of his paper. I believe the matter 
is worth discussion because, unlike Professor Kennedy, I do not think that 
potential municipal competition or even retaliatory local taxation is a close 
enough check to foreclose the possibility of substantial discrimination of this 
nature. (Indeed, I suspect that it may exist rather widely.) This is not sur- 
prising, for the ordinary consumer or ordinary town councilman has no ready 
access to the facts as to the profits earned by the utility upon its local opera- 
tions. 

The traditional argument in support of rate discrimination in a regulated 
industry is a familiar one. For example, it has long been recognized in the 
transportation field that where a tariff on commodity A is less than that on com- 
modity B but yet yields revenues over and above the direct costs incurred in 
hauling A, the shipper of B, paying a higher tariff, may yet benefit by the 
apparent discrimination against him. This is because if A were not hauled, 
B’s tariff would have to be yet higher in order to recover the joint cost contri- 
bution made by A. The same analysis might, of course, be applied to a situa- 
tion of area discrimination in the sale of electrical energy assuming that the 
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essential premise is met; namely, that there are joint costs which may be 
spread among an increased number of customers as a result of the discrimi- 
nation. Query, however, whether this premise is likely to be met very often in 
the real world of today’s power shortages. 

Professor Kennedy, however, suggests a more sophisticated approach to the 
discrimination problem; namely, the adjustment of relative prices in different 
communities which are similar costwise according to indicated differences in 
their elasticities of demand for energy. Under these circumstances, clearly a 
discriminating monopolist would allocate his sales so as to equalize marginal 
revenues in the two markets, letting the price in each adjust itself according 
to the separate demand function. Under commission control, it may be as- 
sumed that output would be sustained at a higher level than under pure mo- 
nopoly, but in theory it would seem that the principle of apportionment of 
output between markets to equalize marginal revenues, with sales at the cor- 
responding differing prices, ought yet to prevail. Under any other circum- 
stances, there would be an apparent disequilibrium, for additional service 
would be denied to customers in one community though they were prepared to 
pay more for it than such a sum as would be sufficient to induce those receiv- 
ing service in the other community to accept a restriction of the service offered 
to them. 

The foregoing, in thumbnail compass, is the rationale upon which regulated 
geographic price discrimination may be supported. To state this rationale is, 
to my mind, enough to raise the gravest doubts as to the wisdom of attempt- 
ing to employ it in the practical business of utility rate control, and this quite 
without regard to the availability of potential municipal competition. I say 
this because of the critical importance of demand elasticity (to which mar- 
ginal revenue is of course related) in the theoretical scheme defined. What is 
the chance of acquiring reliable data as to elasticity? With the aid of com- 
prehensive reports of transactions over a period of years, Professor Schultz 
developed a series of demand curves for agricultural products which repre- 
sented a very impressive statistical achievement. But one would be hesitant 
to assert with any confidence the accuracy of the indicated elasticity of one of 
these curves at any particular price. When we turn to the utility field and 
note the paucity of statistical data in point, when we remember that elasticity 
tends to vary at different points along a curve, that for practical purposes 
elasticity forward may be quite different than elasticity backward, and that 
the total curve is constantly shifting over time, would it not be to confound 
with added uncertainty an already uncertain problem to import into com- 
mission regulation the concept of systematic geographic price discrimination? 
Indeed, even if the favorable assumption be taken that the necessary facts 
could be determined and that the short-run situation appeared to dictate a 
given discriminatory adjustment, I should still argue against the use of this 
conception in the rate-making process upon the ground that the inflexibilities 
of regulation are such that a differential justified when first imposed might 
well last on a generation after the reason for the adjustment was gone and 
forgotten. Utility commissions would be well advised to steer clear of geo- 
graphic rate making on this basis. I refer here to an observation already made 
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above; namely, the best solution in terms of pure theory may be practically 
unavailable and, if so, rather than seeking it, good economic policy will aim 
at something different which will give the best working results. 

A word now in conclusion. I must confess that the uniform system-wide 
rate structure still retains an attraction for me. Where it is plainly discrimi- 
natory because of significant cost differences affecting substantial numbers of 
customers, I would concede that it should be modified, but I am confident that 
regulation will be more effective if the number of area classifications with 
which the commission must deal is kept to a minimum. If the goal of system- 
wide uniformity is to be modified to take account of differences in local costs, 
clear proof of more than insignificant cost differences should be a condition 
precedent to rate differentiations; the extent of rate differences should be rea- 
sonably justified by proved cost differences; the number of cost classes should 
be kept to a reasonable minimum; and there should be ready flexibility of 
classification or reclassification as changing conditions may warrant. 
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COLLECTIVE BARGAINING IN THE 
REGULATED INDUSTRIES 


THE INTERDEPENDENCE OF WAGE AND PRICE DETER- 
MINATION IN THE REGULATED INDUSTRIES’ 


By Ext W. CLEMENS 
University of Maryland 


Since 1938, hourly wage rates in the utility industries have practically 
doubled. I think it is self-evident that under today’s conditions the level 
of industry wages is largely determined by factors outside of the indi- 
vidual industries. The procedures by which external pressures are trans- 
muted into higher wages in the various industries are, however, highly 
significant. 

The Collective Bargaining Process 


Utilities resist wage increases because of competition, reluctance to 
go before a utility commission, uncertainty as to the decisions of the 


commission, and effect on the profits during the six- to twelve-months’ 
lag involved in a hearing and order. To some extent resistance will be 
lessened by a 47 per cent or 52 per cent tax on income and by the fact 
that pressure from a company’s labor force might be more disagreeable 
than pressure from the company’s stockholders, particularly if the 
company is no longer dominated by a holding company. It is also to be 
noted that it is extremely questionable whether transit companies can 
pass on wage increases to their patrons. 

As a matter of policy and necessity under present conditions, utilities 
seek to set wage rates by collective bargaining at competitive levels. 
The Bell companies have made this policy very obvious. In general, 
utilities must adopt such a policy to keep workers from straying away. 

Unions at various times and under various circumstances ask for 
wages or compensation based on the community wage pattern, the 
industry wage pattern, the cost of living, the profits made by the com- 
pany, a minimum living wage, the removal of “unfair” differentials, or 
fringe benefits. Management will be subject to whipsawing pressure in 
all events. That is, in times of prosperity, emphasis will be placed on 
utility profits; in times of poor business on a fair living wage. Further- 

* The author is indebted to Chas. W. Smith, Dr. L. W. Thatcher, and Dr. E. W. More- 


house for valuable criticisms and suggestions. Dr. Morehouse is not in agreement with 
some of the conclusions pertaining to the cost of capital. 
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more, that form of comparison will be pushed in which the demands of 
the union appear to the best advantage. It is to be expected that each and 
all wage scales can be made to appear unfavorable with certain other 
wage scales merely by selecting the proper basis of comparison. In this 
connection, a thorough and highly organized system of statistics is 
necessary. In certain utility industries there already has appeared what 
amounts to almost push-button negotiation. Labor consultants push a 
button and arguments favorable to any given situation appear from the 
files. 

It is difficult to formulate any theory of wages that will hold across 
the bargaining table. The institutional, and theoretical, objections to 
any a priori conclusions as to wage levels are multitudinous. Only a few 
can be mentioned. 

A labor leader, to hold allegiance of his men, must be able to show 
them positive gains. It is also to his advantage to reduce the company’s 
good will in its labor force. By that means he increases his own apparent 
importance to the individual worker. It also must be remembered that 
as long as labor unions are run on democratic principles, they must keep 
going to hold together. Therefore, if there are no grievances, they must 
be found. The survival of the leader depends upon it. In short, many, 
if not all, labor disputes can be resolved in terms not of men, wages, 
hours, and fringe benefits but in terms of the welfare of the labor leader. 
The emergence of a theory of the labor leader and its incorporation into 
general theory is long overdue. To a certain extent the same considera- 
tions apply to those corporate officials in charge of labor relations.* The 
necessity of making their work appear difficult, the necessity of show- 
ing a victory by some standard, the necessity of face saving—are all 
significant. 

The effect of higher wages upon employment is highly intangible and 
any causal relationship between the two is difficult to show. In general, 
unions demand the concrete benefits of higher unit wages rather than 
the uncertain benefits of greater employment. Actually employment will 
depend upon factors extraneous to the industry, for if all prices are 
going up pari passu with wages, there will not necessarily be any 
unemployment. 

However, even if higher wages would result demonstrably in de- 
creased employment, it would not necessarily follow that union leaders 
would be content with lower wages. The real determining factors are 
institutional. A shrinking labor force might be detrimental to the po- 
litical ambitions of the labor union leaders and to the finances of the 
union. On the other hand, union management (and I used the term ad- 
visedly) might clearly prefer a small corps of workers whose loyalty was 


* My colleague, Professor Harold Sylvester, has made this point. 
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purchased by higher wages than a large dissident group. If the position 
to be taken is to be determined democratically, the majority of the 
workers, possessing seniority and consequently being little affected by 
declining job opportunities, would outvote the minority who would be 
faced with layoffs. 

It also follows that a particular labor group is not necessarily con- 
cerned with maximizing the total wages received by the group. The 
politically dominant majority might prefer a higher unit rate for them- 
selves rather than a greater total income for the group. In short, there 
is no way to reason from desires of the individual to any conclusions as 
to policy for the group. 

The company might give varying and unpredictable weight to certain 
long-run considerations in bargaining, such as good will of the working 
force or the effect on community public relations. Nor is there any way 
to tell a priori whether a given firm would prefer a low-wage, high-turn- 
over, and somewhat inefficient labor force to a high-wage, stable, and 
efficient force. Both policies have been followed by design and fortu- 
itously. 

One of the cardinal sins of management—in management’s eyes— 
is to pay wages out of line with those of the industry. However, the 
extent that the management of any single utility will align itself with 
the management of other utilities or with its own employees is one of 
the intangibles in the game of business. 

The matter of public relations is particularly significant in the utility 
industries. For example, management might believe that public owner- 
ship sentiment can be most effectively checkmated by a labor force 
with a substantial stake in the maintenance of the status quo. While it 
is not to be argued that a specific company would go far in granting 
higher wages to counteract a general movement towards public owner- 
ship, it is certainly true that they might do it to counteract a localized 
movement. One hears mention of this sort of thing in utility circles. 

It is difficult to determine the extent to which labor leadership will 
consider the welfare of the company. Transit labor leaders have been 
met with the query, “Where is the company to get the money to meet 
these wage demands?” The answer given by hard-boiled labor leader- 
ship is, “That’s your problem, not ours.” It is probably true that labor 
leadership must be interested in the survival of the company. But how 
interested? Even if a leader were interested, it would not be politic to 
admit it. The whole question is an institutional one. 

One of the most significant but intangible factors entering into the 
minds of labor is their evaluation of public opinion or, more specifically, 
their evaluation of prospective legislation. Compulsory arbitration 
statutes are at present a case in point. 
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The institutional nature of the machinery for arbitration makes wage 
determination indeterminate. There is no way of determining the extent 
to which an arbitration or mediation board will seek a “workable”’ solu- 
tion rather than a “fair” solution, however defined. It is quite possible 
that the interests of the public will be completely ignored whatever the 
solution might be. To some extent collective bargaining will be ham- 
strung by the fear of all parties that concessions might be used against 
them in ensuing arbitration proceedings, particularly if it is believed 
that a working rather than a fair solution will be sought.’ I believe 
utility commissions would generally eschew the function of wage media- 
tion or arbitration, although the Missouri Commission, at least, is em- 
powered to act as an arbitrator. The possibility exists that utility rates 
might come to be fixed, through the wage contract, by arbiters acting 
under various political pressures and with none of the responsibilities 
and institutional traditions that guide utility commissions. 

The institutional attitude of management towards wage-profits-price 
relationships is significant. The American Telephone and Telegraph 
Company has stated in advertisements that it conceives its duty to be 
one of striking a fair balance between its ratepayers, workers, and in- 
vestors. I have elicited the same statement from certain utility execu- 
tives. In some instances, the scope of the statement might be broadened 
to include a duty to sources of supply and marketing outlets—as when 
U.S. Steel states its policy to be one of establishing such prices as will 
keep in business customers who are also competitors. The utility indus- 
try presents an analogous situation where an electric utility gives an 
REA co-operative unduly low rates. 

I submit that even after discounting for a certain amount of propa- 
ganda, this is a remarkable attitude. Looked at in the most favorable 
light, it constitutes industrial statesmanship of the more enlightened 
kind. In another light, it suggests the outlines of business enterprise or 
a corporate managed state guided by ethical rather than economic prin- 
ciples. At its worst it is nothing more than a paraphrase of the famous 
statement of a coal and iron magnate that “God in His wisdom has 
entrusted the welfare of the working man to corporate management.” 
The implications of the statement are not diminished by admitting that 
labor, conceivably, might assume the same duties for itself. 

From another standpoint, such a position might represent an abro- 
gation of corporate management’s duties to its stockholders. Justified 
or not, there is pragmatic reason for the position. Management must 
live with its workers and with its customers whose organized pressure 

*The problem has been discussed in a recent monograph by R. R. France and R. A. 


Lester, Compulsory Arbitration of Utility Disputes in New Jersey and Pennsylvania 
(Princeton University, 1951). 
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might be considerably more irritating than the notoriously weak reac- 
tions of absentee stockholders. There is reason to believe that a more 
realistic theory of the firm would be based not on some vaguely defined 
concept of the entrepreneur trying to maximize profits but rather on 
corporate management that tries to equalize simultaneously pressure 
from three directions (labor, stockholders, and consumers) as well as 
pressures from other directions. 

For these and other reasons it is difficult to analyze corporate and 
labor union policies in terms of maximizing wages or profits. Wage and 
price bargains as well as the other bargains a utility must strike are so 
subtly related with institutional factors that they cannot be glibly re- 
solved in formulas taking their expression in dollars and cents. 


Inadequacy of Theory 

Here economic theory, identified as the Chamberlin-Robinson mar- 
ginal system, can afford us with no complete solution. Indeed, in a 
world of great monopolies and oligopolies of labor and capital and of 
their leaders who are variously influenced in error or in wisdom by a 
multitude of intangible expectations, hopes, fears, and aspirations of a 
political, historical, and social nature, it can be doubted whether eco- 
nomic theory does provide us with any answers. Professor Machlup in 


defending marginal analysis of the firm by defining it in terms of “sub- 


4 


jective estimates, guesses, and hunches’”* has possibly done more to 
destroy it than have those against whom he has defended. The subjec- 
tive pains or pleasures which motivate a bargainer take as many forms 
as there are bargainers. Nor is it helpful in constructing a general theory 
to assume that the individual variations among those who sit at the 
bargaining table average out and merge into some vague concept of the 
normal union, the normal firm, the normal labor union leader, the 
normal corporate management. For if the industry is monopolistic or if 
the principle of following the leader prevails, there is no averaging out. 
A single transaction represents the industry. 

Someone has remarked in effect that “the acceptance of the prin- 
ciples of oligopoly opens wide the door to the institutional economists.” 
There is strong reason to believe that if any general, realistic, micro- 
economic theory applicable to the single firm is to emerge, it will have 
to be shaped somewhat largely on the principles of the Morgenstern-von 
Neumann theory of games in which marginal analysis plays only a part. 
Certainly the failure of the theoretical economists to face the obvious 
fact that in all Christendom there is probably not a single firm that 


*Fritz Machlup, “Marginal Analysis and Empirical Research,” American Economic 
Review, September, 1946, p. 522. See the articles by R. A. Gordon and Lloyd G. Reynolds 
in the American Economic Review of June, 1948, for further references to Lester, 
Machlup, Oliver, Stigler, Mikesell, Dean, Hart, and others on this point. 
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sells a single product at a single price according to the assumptions of 
theory is sufficient reason to regard any theoretical conclusions with a 
cold and suspicious eye. Here the public utility economists who have 
been brought up in a world of price discrimination and multiple prod- 
uct production can contribute much in the construction of a general 
theory of the firm. 

Parenthetically, it should be pointed out that we are not dealing with 
single integers, one at each end of the wage-price relationship. It is of 
course well known that utilities do not charge a single price, and that 
wage increases will be passed on to the various customer groups to 
differing degrees depending upon relative elasticities of demand and 
other factors. On the other end of the nexus intrafirm wage cifferen- 
tials are significant elements in the bargaining process. Just as the 
genius of managerial pricing consists of the establishment and exploita- 
tion of price differentials, the genius of bargaining consists in part of 
establishing and exploiting wage differentials. 

To summarize, wage levels in the utility industry are largely deter- 
mined by institutional factors. Under present conditions and insofar 
as bargaining power rests with management in individual instances, 
they tend towards competitive levels, subject to institutional modifica- 
tions. This represents the minimum level which management will will- 
ingly pay. However, any assumed superiority of utility management at 
the bargaining table—and I am not necessarily assuming it—does not 
mean that the balance of power rests with it for the industry or for the 
economy considered as a whole. Assuming competition for workers, a 
high level of employment and national income, and conceding moral 
force to the principle of “paying what other workers are getting” either 
at the bargaining table or in mediation and arbitration proceedings, the 
maximum wage paid by any firm tends to be the standard one, and the 
upward pressure on wage levels grows. 

Whether such conditions and assumptions would hold in a period of 
declining employment is another question. Even the assumption of a 
given level of national income is an institutional one, and the eventual 
choice between declining employment and inflation is one that can only 
be made in light of national and international political cosiderations. 
Narrowing the range of the determinants to the national scene, such 
factors as the government fiscal policies, the credit policies of the Fed- 
eral Reserve Board, the strength and discipline of the various pressure 
groups on the political front, and the strength and discipline of the labor 
unions on the economic front would be among the determining factors. 
The institutional analysis of these factors is obviously beyond the 
scope of this paper. It is sufficient to say that there can be no definite 
conclusions. 
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Wage-Price-Profit Changes 


Putting aside theoretical considerations I next wish to present certain 
wage-price-profit changes in the electric, telephone and transit indus- 
tries over the past eleven years. 


Evectric Utitity INpuUsTRY 
Class A and B Electric Utilities 
1939 

. Revenue per kilowatt-hour (residential, industrial and commercial) 2.18¢ 
. Labor as a percentage of operating revenues 17.6% 
Labor cost per kilowatt-hour 384¢ 
. Average hourly earnings $ .869 
. Per cent increase in hourly earnings —- 
Undepreciated plant per dollar of revenue $5.33 
. Undepreciated plant per kilowatt-hour $ 145 
. Electric operating income as a percentage of operating revenues 32.4% 
. Return on capitalization 5.46% 5.71% 


Sources: Federal Power Commission, Statistics of Electric Utilities in U.S., Edison 
Electric Institute. 


NOUS 


TELEPHONE Utiity INDUSTRY 
Consolidated Bell System 


1. Revenue per telephone 
. Labor as a percentage of operating revenues after 
eliminating construction expense 
. Labor cost per telephone 
. Average hourly earnings 
. Per cent increase in hourly earnings (1939-51) 
. Undepreciated plant per dollar of revenue 
. Undepreciated plant per telephone 
8. Operating income as a percentage of operating revenues 19.36% 13.11% 
. Return on net plant 6.66% 6.08% 


Sources: Moody’s Public Utility Manual, American Telephone & Telegraph Co. 


Transit Utirity INpustry 
1939 1950 
. Revenue per vehicle-mile 29.18¢ 48.28¢ 
. Labor as a percentage of operating revenues 49.4% 57.5% 
. Labor cost per vehicle-mile 14.41¢ 27.76¢ 
. Average hourly earnings $ .63 $1.46 
. Per cent increase in hourly earnings — 132% 
. Investment per dollar of revenue $6.03 $2.70 
. Investment per vehicle-mile $1.76 $1.30 
Return on investment as a percentage of operating revenues 9.24% 4.57% 
8a. Taxes as a percentage of operating revenues 0.37% 6.13% 
®. Return on investment 1.53% 1.69% 


Source: American Transit Association. 


These changes may be analyzed on an industry basis as follows: 

Electric Utility Industry. Labor costs are less significant in the elec- 
tric utility industry than they are in the other two utility industries. 
Labor costs are somewhat overstated since they include labor charged 
to construction—an item that might be more significant in 1949 than in 
1938. Increasing consumption has brought a decline in revenues per 
kilowatt-hour. This is due only in part to the nature of the block-rate 
schedule. However, increased labor costs have been offset by other 
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economies. The most significant of the economies is indicated in the 
decreased investment per dollar of revenue. This may be attributed to 
four factors: a higher plant utilization factor which conceivably has 
gone beyond the limits of safety; more efficient steam generating plants 
and other equipment; a higher industry-wide utilization factor due to 
interconnection which may be permanent; and decreased book invest- 
ment due to forced write-offs. 

Telephone Industry. The telephone industry has met rising labor 
costs by increasing rates which the telephone officials estimate have 
recaptured half the increased expenses. The remaining half has been 
absorbed partly in profits and partly by more intensive plant utilization. 
The latter is not regarded as sound practice and is probably not perma- 
nent. The industry also hopes, in all probability, that the decline in the 
return is not permanent. Bell officials have estimated that if prewar 
standards of plant utilization were established, the return would be in- 
creased by i per cent. 

Transit Industry. The transit industry has felt the impact of rising 
labor costs to a greater extent than either of the other industries and 
has been in a poorer position to pass these costs on to the consumers. 
However, rate increases have been substantial, but many commissions 
have raised the question as to whether they have been advisable. In 
general, I think, the transit industry has taken the position that they 
want increased fares regardless of any theory as to the elasticity of 
demand for the service. Increasing labor costs have been absorbed 
partly by increased fares, partly by decreased taxes, partly by a lower 
aggregate return (measured as a percentage of revenues), and partly 
by a more intensive utilization of each dollar of investment. 

It is, of course, well known that the impact of higher labor costs has 
been augmented by a decline in the demand for service and by increas- 
ing traffic congestion which has increased operating costs. Whether the 
problems of the transit industry can be solved is questionable. Possi- 
bilities include the radical elimination of unprofitable lines, public 
ownership, tax relief, and public ownership of facilities with private 
operation under lease. The first-named would of course reduce em- 
ployment but under existing conditions this would not deter labor 
unions, if it ever would. I believe the last-named possibility deserves 
more consideration than it has been given to date. 


Other Possible Effects of Increased Labor Costs 


The preceding figures indicate the varying degrees to which increased 
labor costs have been passed on to consumers. The possibility exists 
that increased labor costs will be met in other ways. 

The telephone and transit industries, both high labor cost utilities, 
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offer notable instances of increasing mechanization or changing tech- 
nology that have in part offset higher labor costs. The telephone indus- 
try is rapidly and steadily replacing manually operated switchboards 
with dial equipment. But according to telephone officials, rising labor 
costs is only a minor factor in the change-over. Under normal circum- 
stances, automatic equipment is somewhat cheaper, but the more sig- 
nificant reasons are those of better service and the sheer impossibility 
of getting enough workers, particularly in metropolitan areas, at any 
reasonable wages to handle the expanding needs for service. It is also 
possible that the telephone companies feel themselves less vulnerable 
to strike pressure for short periods of time if the equipment is auto- 
matically operated. 

During the thirties the transit industry managed to cut costs by 
changing from two-man to one-man operation of its streetcars and 
buses. This change-over has been completed. Some economies can still be 
instituted by increasing the size of trolley and motor buses. These are 
definitely laborsaving devices but there is no reason to believe that they 
would not have come regardless of wage increases. 

The electric utility industry has achieved economies by the installa- 
tion of larger and more efficient generating units, bimonthly billing, 
automatically controlled stokers, automatic substations, and remote 
control hydroelectric power plants. There has also been a trend to the 
use of more office machinery. But one would be rash indeed to attempt 
to trace a causal sequence between wages and employment here. 

The impact of wages on rates might be dampened by a decline in the 
demand for service. Any restrictions in service due to labor costs would 
likely be found in the marginal service areas. Certainly it is doubtful 
whether any restrictions on service to industrial and rural customers 
of electric utilities are due to rising labor co.*s, although John L. Lewis 
in another industry has undoubtedly increased the cost of electricity 
and the consumption of natural gas. These and shortages in the natural 
gas and telephone industries are absolute and are created by rising out- 
put and national income—the other side of the higher wage coin. 

There is also the possibility that the pinch of rising labor costs has 
served as a spur to corporate management. This possibility is outside 
the scope of theoretical economics that assumes that management maxi- 
mizes profits at all times. However, it is well known that high profit 
margins and “good times” are not conducive to managerial efficiency. 
In theoretical terms, the principle of maximization of profit is subject 
to variations which are graduated according to its amount. The writer 
knows of instances in the transit industry where new management and 
the pressure of declining profits have brought about long overdue econo- 
mies, but he cannot speak for the generality of the occurrence. 
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A more general situation, although presumably a temporary one, is 
that in which the impact of increased wages is met by the increased use 
of equipment. This seems to have happened in the electric and telephone 
industries where the utilization factor has steadily increased in recent 
years. This is a temporary situation, for there are obvious dangers to 
operating at too close to capacity. 

Under existing conditions there is no possibility of a decline in the 
total volume of electric or telephone service offered. Furthermore, it is 
questionable whether, in the event that rising costs make certain serv- 
ices unprofitable, electric and telephone utilities would raise the rates 
for these services to such an extent as to decrease the absolute demand 
for them. If it becomes necessary to raise rates to maintain the return, 
it is more likely that the rate increases would be made in high-rate, 
inelastic demand services. 

However, in the transit industry there is some indication that des- 
perate management might go to great lengths in abandoning lines and 
services even in the face of regulatory opposition. In some respects, 
the problem is legal rather than economic. 


The Impact of Wages on Profits 


There is another possibility: that increased labor costs will be met 
from profits. In recent years the percentage of operating revenues going 
as a return on capital has steadily decreased. This is in part due to 
more intensive utilization of equipment, to the declining cost of utility 
capital, and, possibly, more rigorous regulation. 

The real impact of the increasing wage costs upon rates has been 
modified considerably by two significant developments involving the 
rate of return. The first has been the development of somewhat more 
precise methods of determining the cost of capital. In the past, the cost 
of bond and preferred stock capital was generally determined rather 
easily, but almost no consideration was ever given to the cost of 
equity capital. The rate of return was determined in an offhand way by 
making it proportional in some way to the cost of debt capital. This 
crude method resulted in rates of return which ranged downward from 
7.5 per cent in the early twenties to 5.5 per cent in the late forties. To- 
day a determined effort has been made to determine not only the cost 
of debt and preferred stock capital but also the precise cost of equity 
capital on the basis of earnings-price and dividends-price ratios. The 
methods give predominant weight, at least in the case of equity capital 
costs, to present conditions. For example, the actual incurred cost of 


*For the present status of the rate of return problem and other regulatory problems, 
see Joseph R. Rose, “The Bell Telephone System Rate Cases,” Virginia Lew Review, 
June, 1951, pp. 699, 713. 
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electric utility debt capital has decreased from 1939 to 1950 from 4.01 
per cent to 2.98 per cent, and the actual cost of preferred stock capital 
from 6.19 per cent to 4.63 per cent (after financing costs). There has 
been no significant long-term trend in the cost of common stock capital, 
but on the basis of comparable earnings-price ratios, the cost in 1950 is 
approximately a half of one per cent above a comparable figure for 
1939. Allowing for the costs of financing and assuming a capital struc- 
ture of 48-14-38 between bonds, preferred stock, and common stock, 
a decrease in the cost of capital from 6.17 per cent to 5.69 per cent is 
indicated as in the accompanying table. 


Estrmmatep Costs or 

Class A and B Electric Utilities, 1939, 1950 
Debt Capital Costs 1939 
Average actual interest on long-term debt 3.96 
Allowance for financing 05 


4.01 
Cost component assuming 487% debt 


Preferred Stock Capital Costs 
Average actual dividend rate 
Allowance for financing 


Cost component assuming 14% preferred stock 


Common Stock Capital Costs 
Estimated average earnings price ratio at a 75% payout 
Allowance for financing 


Cost component assuming 38% common stock equity 38 3.61 


Estimated Cost of Capital 6.17% 5.69% 


The second significant development has been a shift in emphasis in 
rate cases from the rate base to the rate of return. This is a partial result 
of the Hope case. As is well known this Supreme Court decision per- 
mitted the use of an original cost rate base. Some state commissions 
have categorically adopted original cost as a basis for rate regulation 
while other states, tied more or less to the fair value doctrine by statute 
or state court decisions, have accorded little more than grudging weight 
to reproduction cost. These commissions have so strongly indicated 
their preference for original cost as a rate base that utility companies 
have despaired of getting anything more than a minimum of considera- 
tion for reproduction cost. As a result, utility companies have shifted 
the basis of their attack from the rate base to the rate of return, de- 
manding a rate of return based on either the purchasing price of the 
dollar or a return comparable with that made in competitive industries. 

Insofar as wages have contributed to the inflationary spiral, the cost 
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of wages thus enters into any utility theory of the rate of return 
premised upon maintaining the purchasing power of the investor’s re- 
turn. In short, much the same methods are now being used to inflate the 
cost of capital, measured by the return, as were formerly used to inflate 
the rate base. The most significant and determined effort of this kind 
was recently made by the New York Telephone Company before the 
New York Commission. The attempt ended in failure, but the wealth 
of evidence introduced in testimony and the detailed attention given to 
the problem in the Commission order indicates its significance. 

The cost-of-capital approach, as developed in earnings-price and 
dividends-price ratios of utility common stocks, is not consistent with 
any approach looking towards the maintenance of the purchasing power 
of the investor’s return. Prices have gone up, but the cost of capital has 
declined. To a great extent and despite the decline in the value of the 
dollar, utility investors are now buying utility stocks for their stable 
monetary income. Utility common stocks are coming to be considered 
in somewhat the same class with bonds. The result has been a cheapening 
in the cost of capital. However, the utilities have pressed the attack on 
the cost-of-capital theory with their own purchasing power argument. 

This attack has struck at some economists from an unexpected quar- 
ter. In general, it has been assumed that the cost of capital would 
fluctuate with the general price level. In recent years there has been no 
correlation between the general price level and the cost of capital. In- 
flation, arising in part from higher labor costs, has been a factor in the 
first. As yet it has had no effect on the cost of capital. 

In general, we can conclude that utility wage levels are determined 
by factors outside the industry. Precise levels will be determined by 
bargaining and intangible institutional factors to such a degree that 
deductive theoretical conclusions are not possible. Wage increases will 
be passed on to consumer groups according to the inelasticity of their 
demands. In the aggregate, the impact will be dampened, particularly 
in the electric utility industry, by several extraneous factors. 


REGULATORY AGENCIES AND INDUSTRIAL RELATIONS: 
THE AIRLINES CASE 


By Mark L. KAHN 
Wayne University 


Government assumes explicit responsibility for industrial perform- 
ance whenever it establishes public control over privately-owned enter- 
prises or industries. Such responsibility makes of government, acting 
through its regulatory commissions, not only a manager but also—at 
least in an ultimate sense—an employer. Many commissions, it is true, 
have never entered into labor matters and, circumstances permitting, 
may never do so. One may reasonably expect, however, that if labor 
problems endanger the public interest in a regulated industry, the com- 
mission will have to participate in the search for solutions and some- 
times, when necessary and feasible, even impose them. 

This paper is primarily a case study of the role of the Civil Aero- 
nautics Board in industrial relations. The CAB was created in 1938, 
when the Civil Aeronautics Act (52 Stat. 973, June 23, 1938) replaced 
earlier patchwork effects by Congress to foster the development of air 
transportation. The Act authorized this regulatory agency to determine 
the airline route structure through “certificates of public convenience 
and necessity”; to subsidize airlines by air-mail rates based upon need 
rather than service; to control all mergers, consolidations, and interair- 
line working agreements; and to promote air safety by formulating 
appropriate Civil Air Regulations (C.A.R.’s). The exercise of these 
broad discretionary powers has, because of their impact upon employee 
welfare, involved the CAB deeply and directly in many labor issues. 


The Airline Setting’ 

Unlike the regional monopoly which typifies utility regulation, the 
airline pattern requires limited competition. The number of major car- 
riers has remained between fifteen and eighteen since 1938, but the ex- 
tent of competition on particular routes has been substantially increased 
by the CAB since World War II. Two, three, or four carriers now com- 
pete on major intercity routes. Since rates are uniform for each class of 
service, competition is necessarily of the nonprice variety. 

Even this regulated competition is a source of insecurity to airline 
employees, for the individual employers in this young and dynamic 


*This section is based upon the writer’s unpublished doctoral dissertation, “Industrial 
Relations in the Airlines” (Harvard University, June, 1950), Chs. 1, 2, 3. 
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industry are continuously seeking through route acquisitions and inter- 
airline agreements to expand their markets or lower their costs. An- 
other source of insecurity is the continual improvement in airline tech- 
nology. Larger and faster aircraft permitted the airlines to have a sub- 
stantial growth in traffic and in revenues after World War II without a 
comparable growth in employment and with actual cutbacks in some 
instances. Changes in techniques have brought new occupations into 
existence (e.g., the flight engineer) but threaten to eliminate older 
crafts (e.g., navigators and flight radio operators). 

Labor costs are about one-half of total costs—a relatively large pro- 
portion when comparison is made with industry generally or with 
utilities which require large investments in capital equipment per em- 
ployee. Airline employment is about 80,000, compared with a postwar 
peak of 96,000 in 1946. This small labor force is widely dispersed geo- 
graphically, as one might expect, and markedly heterogeneous in com- 
position. The industry needs a wide variety of specialized skills (many 
of which have no alternative employment) and distinct occupational 
groups. Flight employees include the pilots, flight engineers, radio op- 
ertors, navigators, pursers, and stewardesses. Ground operations per- 
sonnel include dispatchers, communications employees, and meteorolo- 
gists. Maintenance employees include many classifications, ranging from 
cleaner to inspector. Passenger agents, office personnel, and stores em- 
ployees are the principal white-collar categories. 

The pilots were unionized about two decades ago, and their Associa- 
ton has played a forceful role in Washington, D.C., as well as at the 
bargaining table. It was the lobbying of the Air Line Pilots Association 
which brought the airlines under the Railway Labor Act in 1936 (Title 
II of the Railway Labor Act, 49 Stat. 1189, April 10, 1936) and it was 
the A.L.P.A. which successfully pressed for the inclusion of Section 401 
(1) in the Civil Aeronautics Act. This section provides pilots with the 
highest minimum wage formula private employees have ever received 
through legislation, and requires carrier compliance with the Railway 
Labor Act as a condition of holding a route certificate. 

Organization among other airline employees, on the “craft or class” 
basis prescribed by the Railway Labor Act, developed chiefly during 
and after World War II. Headway has been particularly rapid since 
1945, and today unionization is virtually complete among all major 
groups except for the white-collar employees on some airlines. Inter- 
union rivalry has been intense, and the typical carrier must negotiate 
agreements, often annually, with seven or eight different organizations. 
About two dozen labor unions are active in the industry. A few are 
stable and powerful—notably the A.L.P.A. Many are insecure institu- 
tions, compelled to service small, widely scattered memberships. 
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The airline environment, as this necessarily brief sketch suggests, 
has not been conducive to stable and constructive industrial relations. 
We now turn to an examination of the CAB’s role in this difficult indus- 
trial relations setting and will examine in turn those activities which 
derive from its safety functions, its economic controls, and its relation- 
ship to the Railway Labor Act. 


Air Safety and Industrial Relations 


Primary responsibility for safety is centered in the CAB out of the 
recognition that safe performance is a prerequisite to the satisfactory 
development of the airline industry. The CAB, as authorized by the 
Civil Aeronautics Act, engages in three categories of safety activities 
which impinge directly upon the welfare of employees: 

Personnel Qualifications and Licensing. Airman certificates (licenses 
for the skilled airline occupations) are issued by the Civil Aeronautics 
Administration to applicants who satisfy the qualifications formulated 
by the Board. Any person whose application is denied may appeal to 
the CAB. The Board may revoke the certificate of an individual guilty 
of violating the Civil Air Regulations. Loss of certificate (by revoca- 
tion or through failure to maintain eligibility requirements) rather than 
employer action is the basis for most discharges of airmen. 

The unions of skilled airline employees, like many craft organiza- 
tions, have actively abetted the establishment and enforcement of high 
personnel qualifications. License requirements have contributed ma- 
terially to union bargaining power and institutional security and were 
especially important before 1950, when the union shop first became 
permissible under the Railway Labor Act. The unions vigorously defend 
their members in revocation proceedings, except when acts which cast 
major discredit upon the group have clearly been committed, for the 
revocation of a certificate means the unequivocal denial to an airman 
of any future opportunity to practice his chosen profession or skill in 
the industry. 

Airline Personnel Complement Regulation. The Civil Air Regula- 
tions spell out in considerable detail the kind, grade, and number of 
certificated airmen required for airline operations. The impact of these 
regulations upon airline unions has been direct and forceful. A few 
examples will suffice. One of the youngest airline unions—the Flight 
Engineers International Association—owed its birth to a CAB ruling 
extending the use of flight engineers on large aircraft (Civil Air Regu- 
lations 41 and 61, Amendment of April 14, 1948). Similarly, after the 
post of airline dispatcher was created by C.A.R. 27, the Air Line Dis- 
patchers Association, A.F.L., soon came into being. 

On the other hand, the Air Line Communication Employees Associa- 
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tion has vigorously opposed a C.A.R. amendment which will eliminate 
flight radio operators (and hence A.L.C.E.A. members) from trans- 
Pacific flights (Kahn, op. cit., Chapter 4, Section C). The Transport 
Workers Union, representing nonpilot navigators, has fought a losing 
battle for regulations to prevent their displacement by pilot-navigators, 
represented by the A.L.P.A. (ibid.). 

Operating Regulations. Section 601 of the Civil Aeronautics Act 
makes it the Board’s duty to prescribe and revise from time to time 
construction and performance standards for aircraft, standards and 
rules for inspection and maintenance activities, minimum fuel and oil 
reserves in flight, maximum hours of service in flight, and such other 
regulations as the Board finds necessary “to provide adequately for 
safety in air commerce.” Such safety measures are, from the point of 
view of airline personnel, conditions of work. 

The CAB’s responsibility for air safety has thus, since its inception, 
required this agency to determine many personnel matters and work- 
ing conditions which in nonregulated industries are formulated by man- 
agement or settled at the collective bargaining table. Perhaps these ac- 
tivities helped to set the stage for CAB involvement in other kinds of 
labor issues, especially since 1945, by making the unions and manage- 
ments well aware of the potential role this “third party” might play. 


Industrial Organization and Reorganization 


Any change in route structure or in airline organization must have 
the prior approval of the Civil Aeronautics Board. No airline may trans- 
fer a route certificate without the Board’s permission, while the Board 
may at any time “alter, amend, modify or suspend” any route certifi- 
cate “if the public convenience and necessity so require.” And any 
working arrangement between airlines, such as agreements for the con- 
solidation of facilities or the interchange of equipment, must be ap- 
proved by the Board before it may be effectuated. 

The Board has consistently held that the welfare of airline employees 
who may be affected by any proposed reorganization will be carefully 
considered before any decision is rendered. We will now examine those 
cases which best illustrate this aspect of the Board’s involvement with 
labor matters. 

Sale of Routes. CAB approval was requested in 1947 for an agree- 
ment between Western and United Air Lines providing for the sale to 
United of Western’s certificate of convenience and necessity for Route 
68 (between Denver and Los Angeles). Although Western guaranteed 
employment at other stations to its displaced employees, the A.L.P.A. 
intervened to urge the CAB to require that the Western pilots flying 
on Route 68 be “taken over by United and given full employment and 
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seniority rights without prejudice.” After reviewing the A.L.P.A.’s case 
the Board concluded that, under the circumstances, no need existed for 
any special protective conditions (CAB, No. E-772, August 25, 1947). 

One month later petitions for reconsideration were filed with the 
CAB by the A.L.P.A. and by the Airline Mechanics Division, U.A.W.- 
C.1.0. These stated that effective September 19, 1947, twenty-three 
pilots and fourteen stewardesses had been removed from Western’s pay 
roll, along with forty-three ground personnel. The petitions claimed 
these layoffs were the result of the transfer of Route 68 to United Air- 
lines. The Board’s public counsel, in appraising the Unions’ petitions, 
observed: 


Future proposals for route transfers or mergers could be wrecked if the failure to pro- 
tect the labor interests involved should lead to strikes. 

These considerations are particularly pertinent in the case before us. Western has just 
received $2,750,000 . . . as consideration for the transfer of Route 68. The Board has in 
addition approved a $4,500,000 loan by the R.F.C. All this money may be lost if the 
airline is struck for any appreciable period by dissatisfied employees. . . . Bankruptcy 
might result. 

This is why the Board should impose some protective provisions for the benefit of 

Western’s employees on Route 68. (CAB Docket No. 2839, “Answer of Public Counsel,” 
September 29, 1947.) 
The public counsel also stressed humanitarian considerations (as has 
Congress in connection with railroad consolidations) for “mitigating 
the hardships to labor incident to mergers and similar transactions.” 
(1bid.) 

Acting in a mediatory capacity, the CAB sponsored a conference on 
December 5, 1947, among the airlines and unions concerned (including 
the Brotherhood of Railway Clerks, which had joined the proceedings). 
The Board recommended “that an effort be made to work out by volun- 
tary agreement a basis for treatment of [adversely affected] Western 
employees.” This effort did not succeed. One year after its original ap- 
proval of the transfer of Route 68, the CAB announced that new hear- 
ings would now be held to determine whether special conditions had be- 
come necessary to protect the interests of injured employees (CAB 
Order No. E-1894, August 25, 1948.) These hearings were not held 
until November, 1949, more than two years following the sale of Route 
68. In July, 1950, the Board issued an Opinion and Order which de- 
clared that its original approval of the transaction “be and it hereby is 
made subject to the following additional terms and conditions,” under 
which Western was required to submit to arbitration, first, the identity 
of the original Western employees who sustained monetary losses be- 
cause of the transfer and, second, the amount of compensation which 
Western should pay to each such employee. (CAB Opinion and Order 
No. E-4444, July 7, 1950.) 

In this Opinion the CAB itself elaborated with some care and for the 
first time upon its obligations to adversely affected employees: 
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A route transfer or a merger or a similar transaction presumably involves benefits to 
the stockholders of the companies who are parties to it. On balance, it must also benefit 
the public as a whole; otherwise, we would disapprove it. Very often, these benefits to the 
stockholders and to the public will be at the expense of some of the employees of the 
companies involved. We think it only equitable that in such circumstances, the hardships 
borne by adversely affected employees should be mitigated by provisions for their benefit. 

This consideration is reenforced by the practical one adverted to in United States v. 
Lowden and Interstate Commerce Commission v. Railway Labor Executives Association. 
. . . The Supreme Court there emphasized “the national interest in the stability of the 
labor supply available to the railroads.” There is also an obvious national interest in 
taking steps to see to it that route transfers and mergers which are in the public interest 
should not be prevented or delayed by labor difficulties arising out of hardships to em- 
ployees incident to such route transfers or mergers. (Jbid.) 


The Board’s position is clear. By way of postscript, however, it may be 
noted that in February, 1951, the airline submitted to the U.S. Court of 
Appeals a petition for review. The adversely affected employees, if any, 
have not yet had their compensation. 

Acquisitions. In July, 1950, the CAB approved the transfer to Pan 
American Airlines of the American Overseas Airlines certificate of con- 
venience and necessity, and simultaneously approved the acquisition 
by P.A.A. of all A.O.A. property and assets (CAB Order No. E-4410, 
July 10, 1950). The Board retained jurisdiction to deal with labor mat- 
ters at a later time, and the following September it imposed benefits for 
the protection of adversely affected employees. Another problem, which 
the CAB considered at length, was how best to accomplish the integra- 


tion of the seniority lists of both carriers. The Order referred the issue 
to the parties concerned for settlement by negotiation and, failing that, 
to arbitration. And it commented: 


It would not in our view constitute bona fide negotiations for any employee group to 
insist upon a position that leaves no room for intelligent and constructive compromise of 
differences. Such, in our opinion, would be the insistence of any Pan American employee 
organization that American Overseas or American employees of the same class should all 
go to the bottom of the integrated seniority list regardless of years of service or other 
indicia of seniority, and without reference to the fact that the jobs they would fill would 
not exist in Pan American except for the acquisition. (CAB Order No. E-4634, September 
22, 1950.) 

Four major classes of employees failed to resolve their differences on 
the seniority issue: the pilots, flight engineers, flight service personnel, 
and maintenance employees. All but the pilots firmly insisted that the 
former A.O.A. employees go to the bottom of any integrated list. In 
January, 1951, the Board gave Pan American interim relief through an 
order directing the carrier to make all job assignments on a ratio basis 
from separate seniority lists (CAB Order No. E-5067, January 24, 
1951). Upon the continued failure of the P.A.A. employee groups to 
submit to arbitration, the CAB undertook various mediatory efforts 
and also ordered the entire seniority question scheduled for rehearing 
(CAB Order No. E-5229, March 22, 1951). The Examiner’s Report 
(CAB Docket No. 3589, et al., Reopened North Atlantic Route Trans- 
fer Case, Report of Thomas L. Wrenn, Examiner, Served August 24, 
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1951) on the issue constitutes an impressive sixty-page document on 
the problem of integrating seniority lists. Finally, in November, 1951, 
the CAB settled the seniority issue by administrative order. The ac- 
companying Opinion of the Board left little room for doubt that this 
regulatory commission had by now become well versed in the intrica- 
cies of airline industrial relations. After noting that railroad unions had 
in similar situations managed to settle such questions by agreement it 
stated: 


The same class or craft of employees may be represented [in air transport] by different 
and competing labor groups in different airlines. It is exceedingly difficult for such groups 
to make concessions to each other. In other instances, the class of employees may be 
represented by one labor organization covering both carriers to a transaction, but the 
organization has not reached the stage of development where it can take hold. Its internal 
organization, its fear of antagonizing one group of its membership so that it will join a 
rival organization, or the fact that the union is still expanding within the industry and 
does not wish to lose any potential members by a firm stand all militate against .. . 
settlement. .. . (CAB Order No. E-5894, November 27, 1951.) 

The record, said the Board, clearly established the need for administra- 


tive action to attain the objectives of the Civil Aeronautics Act: 


We then have no alternatives but to either wash our hands of the matter or direct 
Pan American to integrate employees in accordance with a formula which in our judg- 
ment is fair and equitable. If the Board adopts the former course . . . we leave the in- 
tegration of the employees involved to haphazard determination by the interplay of 
economic pressures and employee and company self-interest. . . . [This] will affirmatively 
have an undesirable effect both on future mergers and consolidations and on Pan Ameri- 
can... . (/bid.) 

And so on. The Order directed integration of seniority lists on the basis 
of length of service and, to protect any minority groups against subse- 
quent injury, provided: 

Pan American shall not enter into any agreement with any labor organization represent- 
ing employees covered by this order, the effect of which would be to place employees. . . 
transferred [from A.O.A. or American] . . . in a worse position with respect to their seniority 
relative to Pan American employees . . . than is provided herein. (/bid.) 

Only two years earlier, in reference to the seniority rights of pilots 
in the Monarch-Challenger merger case, the CAB had unequivocally 
stated that seniority “is a matter for private negotiations between the 
two groups and one which clearly should not be interfered with.” (CAB 
Opinion and Order No. E-3721, December 16, 1949.) The reluctant 
intrusion of the CAB into seniority issues occurred in the P.A.A.-A.0.A. 
case because an equitable solution could under the circumstances be 
established only by administrative determination and enforcement. 

Consolidation of Facilities. Significant economies have been achieved 
by eliminating duplicate facilities among competing carriers, and the 
continued growth of this practice is anticipated. Joint use of facilities 
has generally been attempted in connection with relatively routine ac- 
tivities and standard equipment, such as incidental maintenance services 
(including refueling or air conditioning), use of specified equipment 
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(such as cargo conveyors and public address systems), or porter serv- 
ices.* Since the stated objective of consolidation agreements is to reduce 
costs through economies in the use of personnel and/or equipment, 
unions can often be expected to register a protest. To operate new 
facilities from the outset on a joint basis can generally be accomplished 
by airlines without labor difficulties. Disputes are most likely in regard 
to the consolidation of existing duplicate facilities. The CAB has clearly 
stated that it will impose protective conditions on its approval of such 
agreements when required. In fact, the Board in 1947 went so far as to 
state, in connection with Air Cargo, Inc., that: 


. .. Approval of the agreement [to form this jointly owned cargo company] shall be re- 
considered in the event that at any time a showing is made that the interests of air carrier 
employees at a particular airport or place have been, or are about to be, substantially 
adversely affected on account of the .. . terminal operations by Air Cargo, Inc. (Emphasis 
supplied.) (CAB Order No. E-1086, December 31, 1947.) 

Interchange of Equipment and Personnel. Operating economies and 
improved passenger service can sometimes be obtained by the exchange 
of aircraft and personnel between carriers. Because such action must be 
based upon agreements between competing carriers, prior approval of 
the CAB is required. 

The first interchange agreement (1947) considered by the CAB in- 
volved solely an exchange of aircraft and was readily approved, ‘“‘noth- 
ing inherently unsafe” being involved (CAB Opinion No. E-1084, De- 
cember 29, 1947). In the following year Capital and National requested 
CAB approval for an agreement to exchange not only aircraft but flight 
personnel as well, so as to provide through service between cities re- 
spectively served by each carrier and to permit both airlines to offset 
strong but oppositely timed seasonal fluctuations. The CAB looked with 
favor upon this agreement and, while anticipating no adverse effects, 
nevertheless added the following reassurance: 


However, we shall . . . prescribe conditions for the protection of employees if and when, 
upon petition by them, they demonstrate that ... [they] have been adversely affected by 
operations conducted pursuant to our approval of the interchange agreement. (CAB 
Opinion and Order No. E-2760, April 28, 1949.) 

Some unions regard interchange agreements with suspicion, as they 
cause concern for the preservation of seniority rights and/or employ- 
ment opportunities. But one consequence of the CAB thus underwrit- 
ing employee protection has been to minimize union opposition to such 
steps. 

Subsidies and Strikes 


The intent of Congress as expressed in the Civil Aeronautics Act has 
been to enable any carrier “under honest, economical and efficient man- 


* U.S. Senate, Committee on Interstate and Foreign Commerce, “Air-Line Industry In- 
vestigation,” Hearings Pursuant to S. Res. 50, May-June, 1949, pp. 789-792, 666-667. 
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agement, to maintain and continue the development of air transporta- 
tion. .. .” The Board’s retroactive mail rate decisions have been the 
vehicle whereby such managements have been assured of a reasonable 
return upon the carrier’s investment. 

Work stoppages after World War II posed a new problem for the 
CAB; namely, should a carrier’s air-mail rate be so adjusted as to offset 
strike-incurred losses? Apparently the agency’s first answer was in the 
affirmative. 

National Airlines’ International Association of Machinists members 
had struck on January 27, 1948, and her pilots followed suit with a 
stoppage that commenced on February 3. The carrier, in a petition to 
the Board on February 10 which omitted all reference to the strike, 
requested a higher mail rate because a “decline in business, actual and 
prospective, warranted reconsideration.” Two weeks later the CAB 
granted National a retroactive and continuing increase with an esti- 
mated 1948 net value of $1,100,000 (New York Times, April 5, 1948). 

The striking unions were permitted to participate in subsequent hear- 
ings but were denied the full rights of “parties,” the only legal “party” 
being National itself. A.L.P.A. contested the award as actually “govern- 
ment subsidization and federal condonement of strikebreaking. . . .” 
(Air Line Pilot, June, 1948, page 5.) The CAB confirmed the higher 
rate in its final order of March 29, 1948, with the comment: 


National’s financial position is critical and the failure to grant a temporary rate may 
hamper its ability to perform the services required by the public convenience and necessity. 
. . . The expected winter upswing in traffic over the New York-Miami route did not ma- 
terialize sufficiently. .. . (CAB Order No. E-1334, March 29, 1948.) 

Failure of the “winter upswing” to materialize for National for any 
substantial reason other than the strike appears doubtful, particularly 
when we examine the passenger traffic carried during February and 
March, 1948, by National’s rivals. (CAB, “Recurrent Reports of Mile- 
age and Traffic Data,” 1948.) 

As late as February, 1949, the CAB noted, in connection with Na- 
tional’s 1948 mail rate: 


The Board is not prepared, at this time, to consider the Guestion of whether losses 
incurred by carriers as a result of abnormal operating factors. such as a strike, will be 
allowed in computing mail rates. (CAB Order No. E-2474, February 2, 1949.) 

A decision was, however, in the making. 

Since November, 1944, the Board had been involved in determining 
a mail rate for the trans-Atlantic operations of American Overseas Air- 
lines. Calculation of final rates had been delayed because of a switch 
from flying boats to landplanes during 1945, and the need to accumu- 
late experience relating to the use of landplanes for transoceanic flights. 
In October, 1947, a three-week strike of A.O.A. pilots deprived A.O.A. 
of substantially all of its normal revenues for that period. The airline 


| 4 

| 
rf 


COLLECTIVE BARGAINING IN THE REGULATED INDUSTRIES 695 


took the straightforward position that “the loss due to the strike should 
be underwritten by the government” and that no adjustment because of 
the strike should be made in its reported figures for the year in which 
the strike occurred. 

In its Opinion dated April 19, 1949, which accompanied a show-cause 
order setting a final payment for A.O.A.’s mail services from 1946 
through 1948, the CAB at last resolved this basic issue: 


. . . Costs attributable to strikes are neither normal nor recurrent in nature. . . . The 
unpredictability of a contingency such as this establishes it as one of the risks of doing 
business to be reflected as part of the cost of capital rather than as a normal cost of 
operations. 

. . . To provide in the mail rate for a rate of return at a level which reflects substantial 
risks to capital invested in the industry and at the same time to provide for direct reim- 
bursement of the costs from all such risks as they materialize, would result in double 
provision in the mail pay for such risks. (CAB Opinion No. E-2731, April 19, 1949.) 
Carriers would henceforth be obliged, the Board held, to bear strike 
losses without public reimbursement. Implicit in this decision, I believe, 
was the recognition by the CAB that union bargaining power might be 


crippled if strikes could impose no economic losses on the carriers. 


The CAB in Labor Disputes 


Air transportation was brought under the Railway Labor Act by the 
passage of Title II in 1936. The Civil Aeronautics Act, two years later, 
made compliance by carriers with the Railway Labor Act a “condition 
upon the holding of” a route certificate. This section of the Civil Aero- 
nautics Act was invoked in March, 1948, by the International Associa- 
tion of Machinists in a complaint alleging violation of the Railway La- 
bor Act by National Airlines. This action occurred during the previously 
mentioned strike. The union asked the CAB to order compliance and, 
upon the carrier’s failure to comply with the order, to “suspend or re- 
voke National’s certificate of authority to engage in air transporta- 
tion.’ 

National argued, first, for dismissal of the complaint on the ground 
that determination of Railway Labor Act violations could be made only 
by those agencies authorized by the Act to enforce its provisions; sec- 
ond, that the CAB is not an expert body in labor relations; and, third, 
that such jurisdiction would excessively increase the Board’s burden of 
work. CAB attorneys concluded that National’s first point “is illusory, 
since there are in fact no such agencies.” The agencies created by the 
Railway Labor Act are, unlike the National Labor Relations Board, 
solely mediation and arbitration agencies. On the carrier’s other argu- 
ments, the CAB attorneys commented that the Board was already “as- 
sociated with labor matters” and that, while determining Railway La- 


*CAB, Memorandum of Enforcement Attorneys in Answer to Motion of National Air- 
lines, Inc., to Dismiss Complaint . . ., May 24, 1948, p. 1. 
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bor Act violations would increase its administrative burden, “the Board 
has no choice.””* The Board itself, however, took no immediate action 
on the complaint, which was withdrawn in July when the I.A.M. settled 
with the airline. 

We have already mentioned the interchange agreement between Na- 
tional and Capital Airlines, which the CAB was asked to approve in 
March, 1948. In July, 1948, a presidential Emergency Board* created 
under the Railway Labor Act had placed full blame for the labor dis- 
putes upon the company. Although the machinists’ union and the air- 
line settled promptly thereafter, the pilots’ union remained on strike. 
The striking pilots, however, had long since been replaced by nonunion 
employees. 

In September, 1948, the CAB Public Counsel recorded his belief 
that it would be contrary to the public interest for the Board to approve 
the interchange if National was violating the Railway Labor Act (CAB, 
Brief of Public Counsel to Examiner, Docket No. 3291, September 10, 
1948). On November 8, the CAB examiner recommended that com- 
mencement of the interchange contingent upon settlement of the exist- 
ing labor dispute between National and the A.L.P.A. (CAB, Report of 
Examiner, Docket No. 3291, November 8, 1948). The CAB’s final 
Opinion in this case was not issued until April, 1949; the text indicated 
that the Board would have supported the examiner’s position had not 
an A.L.P.A.-National settlement already been reached (CAB Opinion 
No. E-2760, April 8, 1949). 

Also in September, 1948, the CAB had instituted an investigation to 
determine whether the dismemberment of National and the transfer of 
its routes and equipment to other carriers on just terms and conditions 
would be in the public interest. The CAB Order (CAB Order No. 
E-2025, September 28, 1948) and later developments in these proceed- 
ings did not refer in any way to the A.L.P.A.-National dispute. It was 
probably more than a coincidence, however, that a long-range investi- 
gation of the route structure of the United States should be launched at 
so critical a time with proceedings specifically and solely concerned 
with the dismemberment of National. The action did, in any event, 
serve to increase the pressure on the company for settling its A.L.P.A. 
controversy. 

Early in October, 1948, National made overtures to the pilots union 
for a resumption of negotiations. After more than six weeks of intensive 
discussions—during which, incidentally, former CAB chairman James 
M. Landis served as a mediator—an agreement to end the ten-month 


* Ibid., pp. 2, 10-11, 21n. 
* Report to the President by the Emergency Board, appointed May 15, 1948, pursuant 
to Section 10 of the Railway Labor Act, as amended (No. 62), July 9, 1948. 
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walkout was finally reached. The record suggests that a major consid- 
eration prompting National to give ground on a firmly held position 
and to end its conflict with the A.L.P.A. was the course pursued by the 
CAB. Although the CAB initially offset National’s strike losses with an 
increased mail rate, there were signs later in 1948 that such public lar- 
gesse might not continue. When the CAB indicated that it would un- 
dertake to determine violations of the Railway Labor Act, when it 
appeared that approval of the National-Capital interchange agreement 
would be withheld pending compliance with the Railway Labor Act, 
and when the CAB launched a public inquiry into whether the public 
interest might not benefit from National’s liquidation, there ensued 
a belated recognition by National that a company as dependent upon the 
federal government as is an airline cannot indefinitely offend that gov- 
ernment and remain unscathed. 


Conclusions 


The record just examined discloses that the CAB has entered into 
and materially influenced every major aspect of airline personnel and 
industrial relations. On safety grounds, this agency prescribes employee 
qualifications, complements for skilled personnel, and many working 
conditions; it has acted to protect employees against the adverse effects 


of mergers and acquisitions, route sales, and the joint use or inter- 
change of equipment and personnel, and to accomplish this has even 
prescribed a formula for integrating seniority lists; it has substantially 
affected union bargaining power by evolving a subsidy policy under 
which the strike losses of carriers are not offset; and it has induced 
employer compliance with the Railway Labor Act by the actual or 
threatened exercise of its economic powers. To effectuate its labor role, 
the agency has employed dispute settlement techniques which run the 
gamut from voluntary mediation to the equivalent of compulsory arbi- 
tration. 

What are the principal factors which appear to account for the per- 
vasive labor role of this regulatory agency? I would underline the fol- 
lowing characteristics of the airline industry, when viewed in the light 
of the regulatory objectives: the market pattern of regulated oligopoly; 
the instability fostered by rapid technological change and frequent in- 
dustrial reorganization; the overriding need for safety; the importance 
of labor costs relative to total costs; the heterogeneity of the labor 
force, which has led to fractional craft bargaining; and the immaturity 
of airline labor organization which (together with the other character- 
istics) has promoted union insecurity and intense interunion rivalry. 


* National Airlines, Inc., and the Air Line Pilots Association, “Memorandum of Agree- 
ment” (mimeographed), November 24, 1948. 
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Compare, for example, the pertinent characteristics of the electric 
power industry, in which regulatory commissions have typically escaped 
explicit involvement in industrial relations. Public control is here pri- 
marily consumer oriented. There is regional monopoly; considerable 
stability of technological forms, with increases in man-hour output 
broadly offset by the secular growth in demand; industrial rather than 
craft-type unionism; primarily private administration of safety mat- 
ters; and labor costs are a comparatively small proportion of total unit 
costs. The industry’s characteristics permit commissions to play a rela- 
tively confined managerial role, one that is often limited largely to rate 
making. 

The CAB was created to assist a struggling infant industry plagued 
by contradictory and chaotic public policies. It is a producer-oriented 
commission. The “public interest” has required the CAB to pre-empt 
considerable private managerial authority in order to implement the 
regulatory objectives. This paper has shown that the agency’s impact 
upon industrial relations has developed out of its decisional role in eco- 
nomic and safety matters. Essentially, the CAB is much involved in 
labor issues because it is much involved in management. 
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DISCUSSION 


Robert W. Harseson: Professor Clemens’ paper has dealt with wage-price 
relationships in the field of public utilities other than transportation and has 
emphasized various institutional factors in wage bargains in this field. I shall 
attempt to touch upon a few points not covered by Professor Clemens, with 
special reference to the railway industry. 

It should be pointed out, first, that price level changes—at least those of 
an upward sort—are characterized by a wage-price spiral and that this spiral 
operates differently in price-regulated industries than in some other sectors 
of the economy. In the case of price-regulated industries (and in some unregu- 
lated industries which pursue the policy of maintaining fairly rigid prices in 
the face of cyclical fluctuations in demand), wage increases generally precede 
price increases. On the other hand, in agriculture and other sectors which are 
effectively competitive and where price policies and price leadership are weak 
or absent, price increases commonly precede wage increases. 

Second, since the transportation industries are in the highly unionized sec- 
tor of the economy, the manner in which labor organizations affect the timing 
and magnitude of wage level changes deserves consideration. It is commonly 
assumed that during short-run upward movements of the price level, unions 
secure larger and more prompt wage increases than would otherwise be the 
case, but the contrary view is held by some competent students. Whatever the 
situation may be in unregulated industry, in the case of railroads it seems 
likely that the delays and publicity attending the bargaining procedure exert 
a restraining influence upon the timing, and possibly the magnitude, of wage 
changes, particularly when negotiations with the unions on a national scale 
are followed by appeal to arbitration and fact-finding boards and possibly 
government seizure. On the other hand it has been held that the effect of 
unions is to make wages more flexible upward than downward and that this 
introduces a long-run inflationary bias into the price level. 

Third, a factor which has had an especially important effect upon both 
the wage structure and wage level since World War II has been the wage lead- 
ership of strong unions, the bargains made by such unions in key industries 
establishing a “pattern” of increases which spread to industry generally 
through the processes of interunion rivalry and competition for labor. Under 
these circumstances, the amount of a wage increase may be affected by the 
status of the industries in which the wage-leading unions happen to be located; 
thus, if they are located in industries enjoying a strong oligopoly position in an 
expanding market, as in steel and automobiles in recent years, wage increases 
may be larger than would otherwise be the case. 

Finally, the magnitude of wage increases in the railway industry is fre- 
quently influenced by decisions of arbitration and fact-finding boards. Pro- 
fessor Frederic Meyers in a recent study (“Criteria in the Making of Wage 
Decisions by Neutrals: the Railroads as a Case Study,” /ndustrial and Labor 
Relations Review, April, 1951, pages 343-355, at pages 354-355) concludes 
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that the boards have given “almost overwhelming consideration to the cri- 
terion of comparative wage trends,” and that “railroad wage bargains will 
tend to be pattern followers rather than pattern makers, and then only to the 
extent that key bargains have pervaded industry.” 

Turning to a consideration of wage and labor-cost trends in the railway 
industry, a recent study by the ICC Bureau of Transport Economics and 
Statistics reveals that while the number of gross ton-miles in freight and pass- 
enger service per employee-hour paid for increased 26 per cent between 1939 
and 1950, compensation per employee-hour paid for increased 113 per cent, 
resulting in an increase in unit labor cost of 69 per cent. Unfortunately, com- 
parable data on trends in unit labor cost for other agencies of transportation 
are not available, so far as I am aware, so that the impact of these increasing 
labor costs upon the competitive position of the railways cannot be quantita- 
tively estimated. In any case, it is clear that these increases in wages and 
labor costs have been a very important factor in persuading the Interstate 
Commerce Commission to grant large increases in railway freight and pass- 
enger rates during the postwar period. It should be noted, however, that state 
commissions have not in all instances permitted increases in intrastate rates 
corresponding with those granted on interstate traffic, and that there have been 
lags of a number of months between the time of the carriers’ applications for 
rate increases and the time of the ICC’s final decisions with respect thereto, 
a circumstance which, as Dearing and Owen have pointed out, distorted the 
cost-price relationships of the railways and contributed largely to their rela- 
tively poor financial showing as compared with other industries in the post- 
war period. 

These trends in labor costs and rate levels, respectively, are significant be- 
cause of their impact upon the financial condition and prospects of the rail- 
ways. The postwar financial situation of the railways may be summarized by 
saying that it is good only by comparison with the prewar decade 1931-40, 
that it is poor by comparison with the period 1926-30, and that it is still 
poorer by comparison with the position of other regulated industries. Between 
1939 and 1950 the railways’ share of inland freight and passenger traffic de- 
clined appreciably and it is probable that their share of the high-rated traffic 
declined even more. In view of this trend, it seems likely that further general 
rate increases, arising from further increases in labor or other costs, will yield 
progressively diminishing financial benefits to the railways. 

It is true, of course, that the financial position of the railways has been 
affected by numerous factors other than increasing labor costs, such as the 
competition of other agencies of transportation having cost or service advan- 
tages or both, inconsistent governmental promotional and regulatory policies, 
subsidies to competing forms of transportation, differential tax burdens, regu- 
latory lags in handling rate level adjustments, and other factors. Neverthe- 
less, the labor cost factor is especially significant because it reflects an under- 
lying development which is of basic importance in connection with wage-price 
relationships in this field. I refer to the trend toward syndicalism resulting 
from policies initiated by organized labor and supported by government. 

For our purposes syndicalism may be defined, in the words of Professor 
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Lindblom, as “the control and administration of an industry jointly by man- 
agement and union in semi-isolation from the competitive forces through 
which the interests of the consumer public are otherwise protected” (Unions 
and Capitalism, page 179). This definition calls attention to three character- 
istics of syndicalism: that it involves extensive and increasing participation by 
labor organizations in managerial decisions; that it seeks to remove, and in 
any case disregards, the limitations imposed upon wages and the volume of 
employment by the existence of free consumer choice, the possibilities of sub- 
stitution, and adherence to the competitive-profit norm; and that the general 
consumer interest, already adversely affected by varying degrees of enterprise 
monopoly, becomes completely subordinated to the interest of individual pro- 
ducer groups. 

As evidence of a syndicalist trend in the railway industry there may be 
mentioned the success of labor organizations in obtaining numerous work 
rules which, by requiring the retention of unnecessary employees and by in- 
terfering with the most efficient utilization of the labor force, have greatly in- 
creased unit labor cost. Further evidence may be found in the prevalence of 
industry-wide bargaining in conjunction with efforts to handicap or prevent 
the use of laborsaving equipment and methods and the competition of rival 
forms of transportation. Still another illustration is provided by the National 
Railroad Adjustment Board, which interprets agreements with respect to pay 
and work rules. The Board is composed of an equal number of representatives 
of employers and employees, is not required to observe the procedural pro- 
tections required in the case of other administrative agencies, and hands down 
binding decisions not subject to judicial review. The decisions of the Board 
establishing the principle that every job or operation, however minute, is the 
property of some particular class of workers have resulted in the retention of 
many unnecessary employees. Even the arbitration and fact-finding boards 
provided for under the Railway Labor Act, though presumably intended to 
protect the public interest, have nevertheless, by force of circumstances, served 
to facilitate rather than check syndicalist trends in the railway industry. These 
boards were not designed as agencies for the formulation or administration 
of governmental wage policy but as agencies to aid in maintaining industrial 
peace. As such they tend to attach overwhelming importance to securing a 
settlement and to lose sight of the public interest in the terms of the 
settlement. As Lindblom says (op. cit., page 135): “If it is easier to settle at 
monopoly rates, government will throw its weight behind them.” 

The foregoing comments suggest one final and important point; namely, the 
existence of a fundamental conflict between governmental labor policy and the 
historic basis of governmental regulatory policy in the railway field. The public 
utility concept underlying railway regulation is based upon the competitive- 
price norm and the subordination of producer to consumer interests; the gov- 
ernment-supported syndicalist labor policies imply the elimination or disre- 
gard of competitive restraints upon wage bargains and the subordination of 
consumer to producer interests. It is ironical that syndicalism (as here de- 
fined) should have one of its earliest and greatest developments in one of the 
oldest of the category of “businesses affected with a public interest,” and that 
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much of this development should have come during the period following the 
Nebbia case, in which the Supreme Court opened the door to a widespread 
extension of the public interest category with its accompaniment of direct price 
regulation. The concept of affectation with a public interest which has been 
laboriously developed and extended over a period of three-quarters of a cen- 
tury as a protection against monopolistic tactics of business organizations is 
rapidly being undermined in the case of railways by a policy of sanctioning 
and assisting monopolistic tactics of labor organizations. To make the public 
interest concept a vehicle for facilitating the subordination of the general con- 
sumer interest to the interests of either business or labor is to pervert the 
concept. Moreover, in all this, much more than a conflict of abstract principles 
is involved. The trend toward syndicalism means the addition of heavy direct 
burdens on the users of railway service and an indirect burden of unknown 
magnitude on the community at large through its effect in distorting the allo- 
cation of resources. 

In conclusion, I wish to emphasize that the foregoing comments are no more 
than an attempt to diagnose the nature and implications of wage-price prob- 
lems in the railway industry and should not be construed as implying support 
of any particular labor policy, either favorable or unfavorable to organized 
labor. They do suggest, however, that policy questions in this field deserve 
more attention than they have received. 


W. N. Leonarp: Insufficient attention has been given to the problems of 
labor in the field of public utilities, and it is to the credit of those who have 
arranged this program that they have chosen to focus directly on these prob- 
lems instead of viewing them indirectly through the prism of management 
policy. The latter method of studying labor often produces results similar to 
the emphasis noted by a student in a labor course under an outstanding pro- 
fessor of labor in an Eastern university. When asked what he had gained from 
the course, the student replied: “I learned that labor was an obstreperous cost 
of production.” 

Mr. Kahn’s review of the role of the Civil Aeronautics Board in industrial 
relations is a judicious piece of description. As to analysis, he is concerned with 
the question: Why is a regulatory agency, the CAB, involved in labor prob- 
lems? He finds his answers in the statutory objectives for which the CAB was 
created and in the special characteristics of the airline industry. 

There can be no doubt that labor problems are involved in some cases aris- 
ing in the CAB’s jurisdiction and that the Board must necessarily deal with 
them. It can be pointed out that the Interstate Commerce Commission must 
also concern itself with working rules which affect the safety of railroad and 
motor carrier operations. The ICC by statute must also deal with labor prob- 
lems in cases involving consolidation, merger, and acquisition of control where 
labor interests may be adversely affected by the proposed change of control. 
In both railroad and airline mergers, then, labor interests are by statute and 
by discretionary authority of the CAB afforded a degree of protection not ex- 
tended in mergers occurring in other regulated industries or in steel, textiles, 
and nonregulated industries generally. How such protection became estab- 
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lished and its effect upon the progress of consolidation within the two transport 
fields are questions deserving more analysis by economists. 

In matters involving working rules that come before the CAB and the ICC, 
there is not much difference between the two regulatory agencies except that 
railroad unions and management probably settle more working rules by col- 
lective bargaining than do airline employers and employees, perhaps because 
of the long-established tradition in the railroad industry and certainly because 
the CAB, from its inception, has had more control over the development of 
airlines than the ICC has ever had in dealing with the railroads. The CAB is 
charged with the “promotion” of aviation, while the ICC is only concerned 
with “regulation”; the CAB has greater authority over safety of airlines than 
is possessed by the ICC in its fields of regulation; the CAB can make mail- 
pay rates retroactive, while the ICC can only make freight, passenger and 
mail rates effective at some future date. Moreover, the CAB in its mail-pay 
cases deals with each airline individually, while the ICC normally considers 
revisions in rates for rail, water, or highway carriers by regions or for the 
nation as a whole. There is therefore no possibility of a case arising analogous 
to that of National Airlines before the CAB, in which, say, the Baltimore & 
Ohio would ask the ICC for an increase in mail pay for a previous year on the 
grounds that its revenues had suffered as the result of a strike by its engineers. 

Mr. Kahn’s analysis of the handling of industrial disputes by a regulatory 
agency might, then, have been more meaningful if he had related the activi- 
ties of the CAB with those of the ICC in labor relations, and would undoubt- 
edly have revealed additional instances of the lack of uniformity in our na- 
tional policy as applied to the various types of carriers. The comparison of air- 
lines with electric power has less significance, since the nature of the two in- 
dustries and the locus, types, and powers of regulatory commissions are so 
different. 

The distinctive features of the airline industry deemed by Mr. Kahn to be 
responsible for the CAB’s labor activities are youth, rapid change, interunion 
rivalry, importance of safety, high ratio of labor to total costs, and the insta- 
bility of product demand. With the exception of safety, which inheres in the 
technology of the industry, all of the features mentioned apply to young and 
growing industries. Yet the majority of adolescent industries do not bring their 
industrial relations problems before a regulatory agency. The difference here 
is that air transportation is a regulated industry which must, or is privileged 
to, bring specific issues before a board for review. While the characteristics of 
the industry cited by Mr. Kahn influence the kinds of labor questions that 
will arise, the interest of the CAB in these matters stems entirely from its 
statutory powers. 

Mr. Kahn has accurately reported the main distinctive features of the air- 
line industry, but some qualifications should be attached to his observation 
concerning the importance of labor cost and the relative instability of de- 
mand—qualifications with which I am sure he would agree. In speaking of 
the high percentage of labor to total costs in the industry, it is significant to 
point out that airlines do not assume all costs normally associated with the 
business of transportation, since most airway and airport costs are borne by 
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public agencies. As to the demand for air transportation, while this may not 
evidence stability corresponding to that for electric power, gas, water, and 
other utilities, it is certainly stable as compared with the demand for railroad 
service, coal, textiles, agricultural products, and machine tools. In the past 
twenty-five years there has been a remarkably steady growth in demand for 
air passenger and freight service which has resulted in a consistently upward 
trend in traffic statistics. Such stability is probably not exceeded by any other 
major industry, with the exception of public utilities and the federal pay roll. 

Like some other economists dealing with the policy of government towards 
business, Mr. Kahn assumes the beneficence of a competitive system. Early 
in his paper he states: “Unlike the regional monopoly which typifies utility 
regulation, the airline pattern requires limited competition.” Actually, there is 
nothing about the airline industry that requires a competitive company struc- 
ture. Such a structure is the product of historical development in a society 
which has generally regarded competition as a desirable way of economic life. 
There is considerable evidence supporting the belief that greater efficiency and 
economy would result from reducing the number of competing companies and 
encouraging co-ordination and consolidation among the airlines. The Harvard 
study of postwar competition in the air industry (Gill and Bates, Airline 
Competition, Harvard University Press, 1949) may be cited on this point. 
There is no magic in sixteen domestic trunk airlines, twenty feeder lines, five 
air cargo carriers, and assorted overseas, territorial, and nonscheduled carriers. 
Instead, as the economist looks at duplication of service, the multiplication of 
reservations and ticketing personnel, cargo handlers, flight crews, intercom- 
pany accountants and other office personnel, and the excess of equipment, in- 
cluding expensive downtown ticket offices, that accompany duplication in ser- 
vice, he sees a panorama of waste and inefficiency second in extent only to 
that of the railroad industry. 

Another aspect of the competitive structure of our transportation system is 
interagency rivalry, which in itself reveals many instances of duplication in 
service and which by its very existence makes more unnecessary intercompany 
competition within any single field of transport. If the economist were to de- 
velop a balance sheet of competition in transportation, listing advantages 
against disadvantages, I should not be surprised if the result were to reveal a 
considerable deficit on the side of competition. 

In discussing the organization of workers in the airline industry, Mr. Kahn 
states that there are about two dozen labor unions vying for the allegiance and 
dues of some 80,000 workers. Such a situation, he says, produces intense inter- 
union rivalry, insecure unions, and the necessity for the typical carriers to ne- 
gotiate contracts with seven or eight different organizations. Here then is com- 
petition! Here are also some results of competition: tension, insecurity, ineffi- 
ciency. Like business executives, union leaders are engaged in a process of 
struggle and emulation. In some of the disputes that arise, union considerations 
of prestige, seniority, and maintenance of membership run counter to the 
safety and efficiency of airline operations. Both the management and the em- 
ployees of the air industry are beset by the existence of a large number of 
shaky workers’ organizations, which we might somewhat appropriately refer 
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to in this industry as “fly-by-night” unions. In the airlines, then, inefficient in- 
dustrial organization coexists with deficient workers’ organization. What are 
the desirable result of this competitive process which can offset the obvious 
disabilities? 

In the area of public utilities, economists have long asserted the evils of 
competition and the benefits of regulated monopoly. Yet the doctrine of the 
beneficence of competition still creeps into our thinking, a doctrine that came 
into social philosophy through Hobbes, Malthus, and Darwin, a doctrine re- 
flected both in the writings of the classical economist and in the “social Dar- 
winism” of Marx and Veblen. This doctrine also survives in the concept of 
‘workable competition” which assumes that industrial competition is good and 
the task of the makers and administrators of public policy is merely to find 
ways to make it work. In the field of public utilities, however, monopoly has 
long been recognized as the “natural,” the operationally efficient, way of doing 
business. The problem of the public utility economist and administrator, there- 
fore, is to find ways in which monopoly may be made to work in the public 
interest. 
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PROCEEDINGS OF THE AMERICAN ECONOMIC ASSOCIATION 


ANNUAL BUSINESS MEETING, DECEMBER 29, 1951 
HOTEL STATLER, BOSTON, MASSACHUSETTS 


The Sixty-fourth Annual Business Meeting of the American Economic As- 
sociation was called to order at 5:00 P.M., December 29, 1951, at the Statler 
Hotel, Boston. President John H. Williams presided. Some 175 members 
attended. 

Attention was called to the minutes of last year’s Business Meeting, pub- 
lished in the Proceedings, and to the minutes of the Executive Committee 
meetings held during the year. These latter minutes appear in the Secretary’s 
Report. 

After brief introductory remarks by President Williams, a review of the 
year’s activities was presented by Professor J. W. Bell. A summary of the opera- 
tions was also reported and it was observed that despite the increasing costs 
of our expanding operations, we still find ourselves in a strong financial con- 
dition. The $6.00 dues, which became effective in 1950, seem to be adequate 
for the time being, though the $2.00 registration fee this year is a sign that 
inflation is catching up with the economists! 

Professor Paul T. Homan next described the work of the Editor of the 
American Economic Review and of the Editorial Board. On the occasion of 
his retirement, after having served eleven years as Editor, he expressed his 
appreciation of the rewarding experience of having served with so many gifted 
members of his Board and complimented his colleagues on the Executive 
Committee on their choice of Professor Bernard F. Haley as the next Editor. 
Professor Homan leaves his post in April. 

The time allotted to the meeting did not permit reports from the chairmen 
of our many active committees, but a vivid account of the meetings of the 
LE.A. at Talloires, France, in September was given by Professor E. H. 
Chamberlin, who organized the conference on monopoly and competition. 
Also, Professor H. R. Bowen described the graduate training in economics 
project which he is directing under our sponsorship and which is being financed 
by the Rockefeller Foundation. Professor Taulman A. Miller explained the 
nature and purpose of the government-sponsored A.C.L.S. project—the na- 
tional registration of specialists in the humanities and the social sciences— 
and announced that questionnaires are being sent to our members. We are 
asking conscientious co-operation in this undertaking. 

A more detailed account of the various activities of the Association may 
be found in the reports of the officers, committees, and representatives which 
are printed in the Proceedings below: Reports of the Secretary (page 714); 
Treasurer (page 729); Finance Committee (page 735); Auditor (page 738) ; 
Managing Editor (page 744); of the Committee on Research, Simeon E. 
Leland, Chairman (page 747); of the Committee on Graduate Training 
in Economics, Howard R. Bowen, Chairman (p. 748); and of our represen- 
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tatives to the Social Science Research Council (page 749) and the National 
Bureau of Economic Research (page 751). 

A brief interlude in the order of business was marked by the presentation 
to President John H. Williams of a beautifully bound testimonial volume 
of essays. The presentation was made by Professor James Tobin on behalf 
of former students and academic and business associates who contributed 
essays to this volume. 

Four years ago (1947) we established two awards, known as the Francis A. 
Walker and the John Bates Clark Medals, the former to be awarded every 
five years and the latter every two years. The John Bates Clark award, made 
for the third time this year, was presented, on recommendation of the Com- 
mittee on Honors and Awards, to Milton Friedman, of the University of 
Chicago. Previous awards had been made to Paul A. Samuelson (1947) and 
Kenneth E. Boulding (1949). President Williams read the citation: “To that 
American economist under the age of forty who is adjudged to have made the 
most significant contribution to economic thought and knowledge.” A facsimile 
of these medals may be found in the Papers and Proceedings for May, 1948, 
pages xii-xiii. 

A tribute to the memory of William H. Kiekhofer was read by Professor 
E. E. Witte and was ordered printed as a part of the minutes. It appears 
separately below. 

The report of the Election Committee and the certification of the election 
of new officers for the year 1952 were presented by the Secretary as foliows: 

In accordance with the bylaws on election procedure, I hereby certify the results of 
the recent balloting and present the reports of the Nominating Committee and the Com- 
mittee on Elections. 

The Nominating Committee, consisting of Howard S. Ellis, University of California, 
Chairman, Karl R. Bopp, — Reserve Bank of Philadelphia, George A. Elliott, Uni- 
versity of Toronto, Charles P. Kindleberger, Massachusetts Institute of Technology, Lloyd 
A. Metzler, University of Chicago, and William H. Nicholls, Vanderbilt University, pre- 
sented to the Secretary the list of nominees for the respective offices : 

For President 
Harold Adams Innis 
For Vice-Presidents For Executive Committee 
Howard Rothmann Bowen Kenneth Ewart Boulding 
Arthur F. Burns Milton Friedman 
Wassily W. Leontief Lloyd George Reynolds 
Fritz Machlup Daniel Rutledge Vining 

The Committee on Elections es | G. Guthmann, Northwestern University, Chairman, 
Robert T. Glidden, International Harv 
pared biographical sketches of the candidates and 
vember. The canvass of ballots was made on December 17, 1951, and the results were 
filed with the Secretary. 

From the report of the Committee on Elections, I have the following information: 


Number of envelopes without names for identification 
Number received too late 

Number of defective ballots 

Number of legal ballots 


Number of returns from the mail ballot 


On the basis of the canvass of the votes cast, I certify that the following persons have 
been duly elected to the respective offices : 


23 
54 


MINUTES OF THE BUSINESS MEETING 


President (for a term of one year) 
Harold Adams Innis 
Vice-Presidents — @ term of one year) 
Arthur 
Wassily 
Members of the Executive Committee (for a term of three years) 
Kenneth Ewart 
Lloyd George Reynolds 

Upon the announcement of the results of the election, the President-elect, 
Harold A. Innis, was introduced by the retiring President John H. Williams. 
President Innis graciously acknowledged the honor of being the first Canadian 
to be elected president of our Association and expressed himself as feeling an 
urgent need of sympathetic help from his colleagues “south of the border.” 

No items of new business were included on the agenda and none was intro- 
duced from the floor, perhaps due to the lateness of the hour. 

The meeting ended with the reading by Professor Lawrence H. Seltzer of 
the following resolutions: 

Wuenreas, The members of the American Economic Association, meeting in the Sixty- 
fourth Annual Meeting, December 26-29, 1951, in Boston, Massachusetts, desire to record 
their gratitude; — be it 

Resolved, That the Association extends its sincere thanks to President John H. Williams 


who carried the full responsibility for formulating the excellent program, to those who 
assisted him in the development of segments of the program, and to those who participated 


Association extends its thanks to Professor James Washington Bell, efficient 


That the 
the Association extends its its thanks to the officers and members of the several 
fy the opportu to sare ther programs, 


an opportunity enhanced by the excellent joint 
Ellis, of the Federal Reserve Bank of Boston, and the very conscientious and capable 
members of his Committee on Local Arrangements, to the student volunteers from 
management and employees of the Statler Hotel for the excellent facilities and 
services provided for the members of the Association. 
Lawrence H. Seltzer, Chairman 


Charles R. Whittlesey 
Harold M. Groves 
The meeting adjourned at 6:30 P.M. 


JAMES WASHINGTON BELL, Secretary 
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IN MEMORIAM 


HENRY KIEKHOFER 
1883-1951 


William H. Kiekhofer died at Madison, Wisconsin, August 1, 1951, at the 
age of sixty-eight. Born in Wisconsin, he spent the early years of his life in 
several small midwestern cities to which his family moved in his father’s dis- 
charge of his duties as a clergyman. Influenced by an inspiring high school 
teacher, he resolved, at this early stage in his life, to become a teacher. With 
this end in view, he attended Northwestern (now North Central) College, 
Naperville, Illinois. After graduation he spent five years in high school teach- 
ing, during the last of which he was the principal of the Arcadia (Wisconsin) 
High School, from which he had been graduated only a few years before. 

By this time, his great interest had become economics. He studied this 
subject in Europe, at the universities of Berlin, Leipzig, and London, and 
subsequently at Wisconsin, from which University he received his Ph.D. 
degree in 1913. 

From the time he came to Madison, he had a position in the economics 
department. He passed, successively, through all faculty ranks from assistant 
to professor, attaining the latter rank in 1920. He was at Wisconsin a total 
of forty years. All of his university teaching was in that institution, except for 
two summer sessions at the University of California. For thirty-five years he 
had charge of and gave the lectures in the elementary economics courses at 
Wisconsin. For an almost equally long time he conducted the seminar in gen- 
eral economic theory. For fifteen years he served as chairman of the depart- 
ment of economics. 

While his professional career centered in his teaching in the economics de- 
partment, “Bill” Kiekhofer, as he was known to all his associates, was very 
productive also in many other respects. It is doubtful whether any University 
of Wisconsin professor ever served on so many university committees, often 
as chairman, or was in greater demand as a speaker and counselor, both inside 
and outside the University. He also was active in many professional, busi- 
ness, and civic organizations. For six years he was a member of the Executive 
Committee of the American Economic Association, and from its organization 
until his death a member of the executive committee of the Economists’ Na- 
tional Committee on Monetary Policy. He was the author of several economics 
treatises and of a collection of addresses and essays, To Thee, Wisconsin: 
State and University. Of his books, the best known was his Economic Prin- 
ciples, Problems and Policies, the fourth edition of which was published 
shortly before his death. He also was the editor of the Appleton-Century- 
Crofts Economic Series, in which have been published twelve outstanding 
books in economics. 
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Kiekhofer was a man of great administrative ability. He was offered dean- 
ships and presidencies in several universities, but preferred to remain a class- 
room teacher. As a teacher, he taught elementary economics to at least fifty 
thousand students—beyond question a larger number than any other econo- 
mist has ever been privileged to have in his classes. His interesting presenta- 
tion of elementary economics was mainly responsible for the large number of 
undergraduate majors in this subject which Wisconsin has had for many 
years. He also exerted great influence through the inspiring training he afforded 
the 240 graduate students who served as his part-time assistants, who are now 
teaching economics in more than a hundred colleges and universities in every 
section of the United States and in many foreign lands. His textbook has 
for many years been one of the leading elementary texts. 

Kiekhofer was so successful in his chosen profession because he set for 
himself and always observed most rigorous standards in all his work. He 
meticulously checked all statements which he made in his addresses and writ- 
ings. Although he taught elementary economics semester after semester, he 
never went to a lecture without special preparation for the occasion. It was 
his creed that the test of a good teacher is not what the professor knows 
but what the student learns, and that the objective in all education is not 
indoctrination but the stimulation of thought. So he strove for and attained 
a remarkable clarity of expression and presented the “dry” subject of eco- 
nomics most interestingly and with scrupulous impartiality. In all of his 
teaching and writing there was also a note of optimism, of 4 burning patriot- 
ism, and of love for his fellow men. Thousands mourn his death as the passing 


of a truly great teacher of economics. 


Epwin E. WITTE 
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REPORT OF THE SECRETARY FOR THE YEAR 1951 


The Secretary’s Report is presented in two parts: first, the minutes of the 
Executive Committee meetings, which, together with the minutes of the Busi- 
ness Meeting, provide a record of official acts and activities of the Association, 
and, second, the Secretary’s comments on the operations for the year. 

1. Minutes of the second meeting of the 1951 Executive Committee, Prince- 
ton, New Jersey, April 6-7, 1951 (for minutes of the first meeting, see Papers 
and Proceedings, May, 1951, pages 766-768) : 


The second meeting of the 1951 Executive Committee was held April 6-7, 1951, at 
Princeton Inn, Princeton, New Jersey. The meeting was wv Tacoma after luncheon on Friday 
and adjourned yg noon. The following were : President J. H. bg 

etary-Treasurer J. W. Bell, A. Burns, V. Chandler, C. D. Edwards, i. Ellis, 

A. G. Hart, F ; H. Knight, P. A. Samuelson, and D. H. Wallace. Absent 
were: J: B. Condliffe and P.T . Homan. Attending as members of reporting committees 
were: F. A. Lutz, S. E. Leland, LL. Sharfman, and Gottfried Haberler; and as members 
of the Nominating Committee: K. R. Bopp, G. A. Elliott, C. P. Kindleberger, L. A. 
Metzler, and W. H. Nicholls. The following guests were invited to attend: E. A. Golden- 
ae a H. Willits (for the discussion of training of economists), and Paul Webbink 
( ). 

1. Minutes. The minutes of the December 26 and 30, 1950, meetings were presented in 
ealley proof form and were ons with minor corrections. 

. President’s Remarks (J. H. Williams). Professor Williams outlined briefly the topics 
on the spain oad indicated changes in the order made necessary by the concurrent ses- 
sions of the S.S.R.C. in Princeton and by other commitments of some of our members. 
the degree to which it should be independent rather than joint, and on the character of 
the program. 

3. Report of the Secretary (J. W. Bell). The account of the activities and operations of 
the Association for the year, treated in the Secretary’s Annual Report, was reviewed and 
recent changes were in such items as membership, use of mailing list, size of 
printing and the publication schedule of the Papers and Proceedings, and the issue of a 
handbook supplement for 1951, a new handbook for 1952, and a revision of the directory 
sometime thereafter. Copies of the revised information booklet were distributed. 

4. Report of the Treasurer and the Finance Committee (J. W. Bell). The Treasurer 
pointed out certain changes in items of the financial reports which reflect the present 
status of our cash balances, contingent liabilities, and investment holdings. No detailed 
financial results are yet available for the Chicago meeting, but it is known that the chair- 
man of the Local Arrangements Committee will report a credit balance rather than a 
deficit. 

5. Report of the Managing Editor (P. T. Homan). Word was received from Professor 
Homan that mutually satisfactory arrangements have been agreed upon to turn over the 
Editorial Office to Professor B. F. Haley, Professor Homan’s successor, in April, 1952, 
rather than at the end of the current calendar year. 

6. Reports of Standing Committees. 

(6a) Publications (F. A. Lutz). Professor Lutz reported: that Volumes V (money and 
credit) and VI (price theory) of the republications series will be off the press shortly 
and that Volume VII (public finance and fiscal policy) is still in its initial stages of prep- 
aration. 

The question of granting rights to republish articles and papers was discussed in con- 
nection with a volume on economic thought -, is being privately prepared, and it was 
VOTED to endorse the policy of making A.E.A. material readily available for such 

. The initial volume of a translation series (William Jaffe’s Léon Walras) is taking final 
manuscript form and conditions of the contract with the translator were discussed. Ap- 
proval was given to the Committee’s proposal to negotiate the publication of an edition 
which will permit a reasonably low market price for this volume. 

A proposal to issue a volume of Russian translations was considered but not approved. 

The Committee on Publications, in conference with representatives of The Blakiston 
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Company, proposes to draw up revised agreements permitting the determination of profits 
or loss at the end of each fiscal year, a cash settlement, if any, to be made at that time. 
The Committee proposes, also, to draw up agreements on the co-sponsored volume with 
the Economic History Association 

6b) Research (S. " Leland). “This Committee has been acting as the advisory com- 
mittee to the editor of the Survey Volume II (B. F. Haley). Four of the ten chapters 
of this volume are in first draft. Some of the other authors, for good reasons in ech 
case, have been tardy in keeping their assignments on the due dates. The volume should 
be ready by the end * the vear. The Committee recommended to the Publications ag 
mittee that Professor Haley’s suggestions for increasing the remuneration of authors be 
considered. 

The status of Professor Jaffe’s translation of Walras has been reported under 6a. Two 
prospective translators of Pareto may be interested in the project if financial assistance 
or a translator’s fee (not less than $1,200) can be offered and the Committee proposes to 
raise the question of assistance with the American Philosophical Society. 

The need of a revision or an appendix to the Encyclopaedia of ran Social Sciences is 
being explored by the Committee, as well as the feasibility of enlisting active support of 
other professional societies and foundations, especially those which supported the project 
in the first instance. It is felt that the question of some form of revision is worth con- 
sidering. 

A new appropriation of $500 was VOTED to supplement the unexpended balance for 
the operations of the Committee during the current year. 

6c) Public Issues (S. H. Slichter). A letter from Professor Slichter was read, and upon 
considering the status of the report of the Subcommittee on International Economic 
Policy, headed by Paul W. McCracken, it was VOTED to appropriate an amount up to 
$500, which, in addition to an unexpended balance of $246, should enable the Committee 
to complete its report in time for submission well before the annual meeting of the As- 
sociation next December. Professor Slichter is to be requested to set up a time schedule 
which the Subcommittee may follow in writing its final report. 

It was VOTED to authorize Professor D. H. Wallace to prepare a list of members of 
Congressional committees and of executive offices of the United States and to send to 
them copies of the Subcommittee report, “The Problem of Economic Instability.” 

6d) International Co-operation (Gottfried Haberler). Professor Haberler, just back 
from a meeting of the executive committee of the International Economic Association in 
Paris, reported that this year’s conference was scheduled to be held in France, September 
2-8. The —- of the conference is to be monopoly and competition and is to be 
arranged under the chairmanship of Professor Edward Chamberlin. ee from 
seven countries have been selected. A second, smaller, conference on methods of teaching 
economics and training of economists is also being planned. These conferences are to be 
financed by funds provided by UNESCO and the constituent associations’ dues. For next 
year (1952), a single conference is being planned, on business cycle research, with Eric 
Lundberg as organizer. 

An annual volume of articles translated into English is being underwritten by UNESCO. 
The first volume is due to appear by the end of 1951. 

The finances of the I.E.A. were discussed and it was VOTED to repeat the doubling 
of A.E.A. dues for the ensuing year (1952) and $400 was appropriated for the purpose. 

6e) Honors and Awards (I. L. Sharfman). Professor Sharfman reported that the Com- 
mittee had started with the names of all candidates who were considered for the J. B. 
Clark award in 1949 and had added new names (some ten, in all), and that the recom- 
mendations represented the composite judgments of the members of the Committee, with 
the exception of C. B. Hoover who was not able to attend its meetings. After considering 
the Committee’s recommendations, it was decided to take a preferential ballot on the 
three top names submitted. Sealed ballots of the absent members of the Honors and 
Awards Committee were counted with the ballots of the voting members present. The 
candidate selected for the award will be presented the J. B. Clark medal at the annual 
meetings of the Association in December. 

6f) Foreign Honorary Members (W. J. Fellner). A report received from Professor 
Fellner contained the names of foreign economists considered previously in addition to 
new names which the present Committee agreed to submit. Aker le lengthy discussion, it 
was decided to elect one candidate and delay consideration of others, if any, until the 
December meeting. Constantino Bresciani-Turroni was elected. It was VOTED to dis- 
charge the present members, with thanks, and to — the Committee for the con- 
sideration of future candidates. It was suggested that the Secretary draw up a statement 
of the duties of the Committee and considerations which might be used as a basis upon 
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which to select foreign honorary members. The Secretary called attention to the report of 
the J. H. Willits committee of 194 1945, found in the Proceedings of that year. 

6g) Academic Freedom (F. C. Mills). The Committee has conceived its role as a passive 
one and is prepared to act when cases are submitted to it for consideration. No new 
business has been brought before the Committee during the current year 

6h) Nominating (H. S. Ellis). The members of the Nominating ( Committee convened 
with those of the Executive Committee to form an Electoral College for the purpose of 
selecting a nominee for president of the Association for 1952. Professor Ellis submitted 
a provisional slate of nominees for all offices; he described the and 


New names 4 suggested by members of the Executive Committee. ——o balloting 
proceeded for the nomination. The nomination was made unanimous, the Secretary was 
authorized to get the acceptance of the candidate, and this was done over the telephone. 
G. W. Stocking was re-elected as our representative on the S.S.R.C., for a term of three 
years. 

7. Reports of Council Representatives. Professor F. H. Knight read a letter from G. J. 
Stigler (alternate), describing the A.C.L.S. meetings held January 26-27 at Rye, New 
York. The report was supplemented by remarks from the Secretary. No reports were 
called for from the representatives to S.S.R.C. or N.B.E.R. 

8. Miscellaneous Business. 

8a) Graduate Training in Economics (H. R. Bowen). This subject was introduced by 
Secretary J. W. Bal. He His remarks were followed by a description and explanation of the 
Committee’s deliberations and findings by Professor I. L. Sharfman. Dr. J. H. Willits, who 
attended this meeting by invitation, participated in the discussion. A lengthy session on 
this subject followed in which everyone presented his views. By consensus, it was agreed 
that the formal training of economists is of interest and concern to us and that further 
study and report fall appropriately within the purposes and activities of our Association. 
It was VOTED to continue the work of the Committee and to ask them to prepare an 
application for foundation aid to finance an on-the-ground study by a qualified person 
who could spend full time for a year or the better part of his time and effort over a 
longer period to study the subject of graduate training in economics along the lines pro- 
posed by the Committee’s report. 

8b) List of Economic Research ory A preliminary list of ne ron research 
committees, institutes, foundations, and other organizations was passed around to in- 
terested members with the request that corrections and suggestions for improvements be 
communicated to Professor Bell. 

9. Annual Meetings. 

9a) Time and Place of —* 1954 Meeting. No action was taken with respect to time and 
place of the 1954 nate Se invitation has been received from the American Statistical 
Association to hold joint meetings at Montreal. Other invitations have come from Cin- 
_ Columbus, Cleveland, Buffalo, Toronto, Detroit, St. Louis, New Orleans, Atlantic 


Sb) December 27-29, 1951, Arrangements. It was announced ped Dr. A. C, Neal, ie 
President of the Federal Reserve Bank of Boston, had accepted the chairmanship of the 
Local Arrangements Committee for our meetings in Boston, December 27-29, 1951. 

9c) j ea for 1951. Professor Williams had prepared a tentative outline of the pro- 
gram for the 1951 meetings, together with a schedule of sessions and chairmen. The pres- 
sure of time did not permit discussion of this tentative outline. 


2. Minutes of the Christmas meetings held in Boston, Massachusetts, De- 
cember 26 and 29, 1951: 


The third meeting of the 1951 Executive Committee was held at the Statler Hotel, Bos- 
ton, Massachusetts, December 26, 1951, President John H. Williams, presiding. Others 
present were: J. W. Bell, A. F. Burns, 'L. V. Chandler, J. B. Condliffe, C. D. Edwards, 
R. A. Gordon, P. T. Homan, F. H. Knight, P. A. Samuelson, and D. H. Wallace. Absent 
bw H. S. Ellis and A. G. Hart. Also attending, as guests, were I. L. Sharfman and 

Neal. 

The first meeting of the 1952 Executive Committee was held on Donte 29, with the 
following members present: President H. A. Innis, presiding, J. W. Bell, K. E. B ulding, 
A. F. Burns, L. V. Chandler, J. B. Condliffe, R. A. Gordon, F. H. Knight, WwW. 

L. G. Reynolds, and J. H. Williams, Absent were: H. S. Ellis, A. G. Hart, and P. T. 
Homan. Guests present were: H. R. Bowen, Gottfried Haberler, B. F. Haley, E. G. 
Nourse, and D. H. Wallace. 


i 
isted tb names of thos considered for the presidency as eli as those recommended. 
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The account of the proceedings given below does not follow the chronological order of 
business but treats the sequence of items as they were listed on the agenda. 

1. Minutes. The minutes of the April meeting were approved as corrected. 

2. President’s Remarks (J. H. Williams). After outlining the order of business, Presi- 
dent Williams introduced Dr. A. C. Neal, Chairman of the Local Arrangements Committee, 
who summarized his experience in connection with the problems of local arrangements. 

3 and 4. Report of the Secretary-Treasurer (J. W. Bell). The activies of thé past year 
were reviewed under the headings which are found in the s Report: pH ee 
Meetings, Membership, Publications, Committee Activities, Council »presentatives, and 
so forth. The financial status of the Association was described with the aid of summary 
income and expense and balance sheet statements and the reports of the Finance Com- 
mittee and the Auditor. The Treasurer explained that the net income for the past year 
was extraordinary in that certain items of expense normally recurring do not appear in 
this year’s statement and that we enjoyed certain nonrecurring items of income. We can- 
not look forward to such a fortuitous conjuncture in 1952. However, the financial outlook 
is encouraging, and we seem to be able to balance our budget comfortably without in- 
creasing our present $6.00 dues (which became effective in 1950). The details of activities 
and financial operations may be found in the reports of the Treasurer, the Finance Com- 
mittee, and the Auditor, below. 

A VOTE of-appreciation was ordered transmitted to the members of the Finance Com- 
mittee for the excellent manner in which they have handled the Association’s investment 
account and to David Himmelblau and Company for the services rendered in auditing the 
books of the Association. Messrs. Roy C. Osgood and Wells Farnham were re-elected 
members of the Finance Committee, with the Treasurer ex officio member, and the Treas- 
urer — a by VOTE to add one more member to the Finance Committee in 
case of n 

The work of the Committee on Undergraduate Teaching and the Training of Economists 
having been completed, it was VOTED to throw back into the treasury the amount of 
the unexpended balance ($901) appropriated for the use of that Committee. 

It was VOTED to make the > hpaing salary changes for members of the staff: The 
Managing Editor and the Secretary-Treasurer increased by $1,000 and Miss Gertrude Tait 
and Miss Doris Merriam by $450 per annum. An appropriation of $200.00 travel expense 
for Miss Doris Merriam and moving costs of the torial Office were also authorized. 

5. Report of the Managing Editor of the Review (P. T. Homan). The report as read is 
printed below. It was VOTED to approve the budget of $33,000 as presented for 1952. 
To succeed the two members of the Editorial Board retiring this year, namely, Messrs. 
R. A. Musgrave and W. H. Nicholls, Messrs. Joe S. Bain and Harold M. Somers were 
recommended and their appointment approved. 

It was VOTED to authorize the President to appoint a committee to draft an appro- 
priate resolution expressing our appreciation to Professor Homan for the effective service 
which he has rendered during his eleven-year editorship of the Review and that this 
resolution be spread on the minutes and that it be communicated to the new Editor with 
the suggestion that it appear in the June issue of the American Economic Review. 

6. Committee Reports. 

6a) Publications (N. S. Buchanan). In the absence of Professor Buchanan, Professor 
Bell described the present status of the republications series, of the Survey, Volume II, 
and of the Walras translation. He reported examples of numerous volumes of selected 
readings which had come to his attention, including two on economic thought, two on 
money and banking, one on business cycles, two on labor, and one on social security. 
It may well be that the market will become saturated in time and that our part in filling 
the gap will then have been done. 

Professor Haley reported progress on Survey, II, and indicated that the volume is 
complete with the exception of one essay and should go to press by April 1, 1952. 

On behalf of Professor William Jaffe, the Secretary reported that the Walras volume 
is in his hands in almost complete form, with only » Basar out of forty-two chapters and 
three appendices yet to be done. Professor Jaffe is now abroad and is following up com- 


view to eliciting their co-sponsorship of this translation. We also expect them to purchase 
a third of the first printing for distribution in the British market. 

Our arrangements with The Blakiston Company have proven very satisfactory. We have 
made a profit on our “Readings Series” and will expect to break even on the Survey 
Volume II. We have drawn $1,844 in August, 1951, and will probably be able to make 
another cash withdrawal at the year-end accounting. A year-end report on printing and 
sales is not yet at hand. Unfortunately, these arrangements with Blakiston may have to 
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be terminated in the near future, due to fundamental changes in their publication plans. 
The Secretary-Treasurer was authorized to act with power in making equivalent arrange- 
ments with another publisher if, as, and when this proves necessary. 
6b) Research (S. st Leland). This Committee has held two meetings during the past 
or A brief account of its activities is printed below. 
6c) Public Issues (S. H. Slichter). No ~ has been received from this Committee. 
In the absence of Professor Slichter, D. H. Wallace reported to the effect that the Sub- 
committee on International Economics has been unable to draft an acceptable report. It 
was VOTED that the Subcommittee be asked to submit an account of its procedure and 
experience, not a substantive report, but rather an account of the lessons to be noted in 
making an effort to produce a panel report on a subject of this character, and that this 
Subcommittee report be reviewed by the main Committee on Public Issues, which in 
turn shall submit their report to the Executive Committee, and that thereafter the Com- 
mittee on Public Issues be disbanded, with thanks, and that a new committee be consti- 


tuted. 

6d) 1.£.A. (Gottfried Haberler). Professor song gave a detailed report of the meet- 
ing at Talloires-—-both the meeting on teaching of economics, in which Horace Taylor 
participated, and the meeting on monopoly and competition, which was arranged by E. H. 
Chamberlin. He outlined the program for next year and for 1953. Next year’s meeting— 
to be held either at Oxford or at Cambridge—will be a -_ conference, but 1953 will be 
the year of the meeting of the Council, when a large meeting 

On reco ion of Professor Haberler, it was was VOTED to continue our support 
of the LE. E.A. by doubling our annual dues of $200 for 1952. 

6e) Honors and Awards (I. L. Sharfman). The Committee has completed this year’s 
assignment in making its recommendation for the J. B. Clark Award. In due course, it 
will draw up its report for the spring meeting of the Executive Committee when candi- 
dates for the F. A. Walker Award will be considered. The next J. B. Clark Award will 
be made in 1953. 

6f) Foreign Honorary Members. A communication from Professor William Fellner was 
read, pertaining to the geographical or regional distribution and to the procedure to be 
followed in selecting future honorary members. Last April it was VOTED to reconstitute 
this committee and the Secretary was instructed to call to the attention of the new body 
the specifications drawn up by the Willits committee in 1945 which are to be used as a 
basis for selecting members and also to supply panel of names considered by the Willits 
and subsequent committees. 

It was suggested that the committee consider the question of foreign correspondents in 
relation to this category of members. 

6g) Academic Freedom (F.C. Mills). Excerpts from a letter from Professor Mills were 
read, stating that no new cases involving violation of academic freedom had been referred 
to the Committee and that the Committee had therefore nothing to report. In the discus- 
sion which followed, there seemed to be some disagreement as to the proper scope of the 
Committee’s activities. Some favored a broader interpretation of the Committee’s func- 
tions as defined in its report (see Papers and Proceedings, 1949, page 487, and 1950, page 
594) and it was VOTED that the Committee be e by the appointment of three 
new members and that this Committee then reconsider quail nature of the problem 
and present at the spring meeting of the Executive Committee a tentative preliminary 
statement of general principles, together with an appropriate definition of the proper 
scope of academic and professional freedom. The issue at hand is whether this body should 
consider itself a grievance committee, passively accepting only cases presented to it, or 
if it should keep informed of developments, preserve a file of cases, and take the initiative 
in suggesting action in the interests of protecting the profession against attacks. 

6h) Graduate Training in Economics (H. R. Bowen). Professor Bowen read a brief 
Progress report, which is printed below. He also proposed that the Committee be en- 
larged from four to five members (in addition to the Chairman) and that this Commit- 
tee constitute a review as well as an advisory committee. No action was taken on this 
latter proposal. 

6i) Nominating es H. Knight). Progress was reported in constituting this Committee. 
The Chairman has been supplied with essential information useful in its work; e.g., lists 
of former officers, nominees, members of nominating committees, write-ins, and sugges- 
tions received and reviewed by the Elections Committee. The Nominating Committee 
reports at the spring meeting and, together with the Executive Committee, forms the 
Electoral College which selects the nominee for next year’s president. 

7. Reports from Council Representatives. Due to limitations of time, no formal reports 
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were heard from representatives on the American Council of Learned Societies, the Social 
Science Research Council, and the National Bureau of Economic Research. These reports 
will be heard at the spring meeting. 

8. Annual Meeting. 

8a) No action was taken with regard to the inclusion of the Catholic Economic As- 
sociation on the joint program, but our practice of suggesting that sectarian organizations 
hold meetings at other times or before or after our meetings was approved. 

8b) Invitations for our 1954 meetings have been received from a number of cities, and 
a decision on time and place may be made at the spring meeting. 

9. The Secretary called attention to several committees upon which members of our 
Association serve. The work of these committees is of interest to our Association and in 
some instances it might prove desirable to establish a more formal co-operative arrange- 
ment with them; for example, the Joint Council on Economic Education. The liaison 
with the Educational Testing Service Committee for the Graduate Record Examinations, 
Advanced Economics Test, and the Fulbright Screening Committee are related to our 
Association only in that their members were in whole or in part taken from panels of 
our members. 

10. New Business. 

10a) It was VOTED to hold the spring meeting of the Executive Committee the first 
or second week-end of April, at a convenient place determined by the President and the 
Secretary, presumably either at Princeton or the Harriman Campus of Columbia University. 

106) The balance of the meeting was devoted to the discussion of our next program 
(Chicago, December 27-29, 1952). President Innis expressed himself as favoring a two 
and a half day meeting, with two or three sessions per period, and two main papers, thirty 
to forty minutes in length, and not more than ten- to fifteen-minute discussion papers per 
session. He favors independent sessions for the most part, with joint sessions only when 
other associations wish to co-operate with us in sessions on our program. 


ACTIVITIES AND OPERATIONS 


Annual Meetings. This year we are again holding an independent meeting, 
in conformance with the plan promulgated by the representatives of the 
Allied Social Science Associations three years ago. The terms of this agree- 
ment are described in the minutes of the Business Meeting of December 29, 
1949. The same eight associations who met with us in Chicago last year are 
convening in Boston, and joint sessions have been arranged with the American 
Statistical Association, American Finance Association, Econometric Society, 
Industrial Relations Research Association, Economic History Association, and 
the American Farm Economic Association. In addition to these, other associa- 
tions—some twelve in all, many of which schedule their annual meetings at 
other seasons of the year—are holding sessions, some independent and some 
joint. 

Twenty-two sessions have been arranged on our program, but we are assum- 
ing responsibility for the publication of papers presented at only eighteen 
of them. As in the case of last year’s program, the number of sessions and 
papers are of nearly the same magnitude as those of the over-all joint sessions 
held every third year, and the problem of publication outlets for papers con- 
tinues to be about as pressing. 

Next year all of the allied social science associations are scheduled to meet 
jointly in Chicago. Our headquarters will be at the Conrad Hilton Hotel 
(formerly the Stevens). Separately arranged, independent meetings are planned 
for Washington in 1953, where we will have headquarters at the Statler, and 
for 1954 (the place not yet selected). An over-all joint meeting is scheduled 
for New York City (Grand Central group of hotels) in 1955. 
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Membership. During the past year, net additions of 132 members and 119 
subscribers have been made to our rolls. We now have 7,068 members and 
2,662 subscribers, which gives us (including 30 complimentary subscriptions) 
a total of 9,760 names on our mailing list. Exhibit II of the Secretary’s Re- 
port gives a breakdown of classes of members and changes occurring during 
the year. Figures for past years, 1886 to 1948, are charted in a diagram pub- 
lished on page 314 of the 1948 Directory. 

Judging from the continuous growth, the saturation point in our member- 
ship does not yet seem to have been reached, although it would appear from 
data found in rosters and various directories that the number of economists 
in the country does not greatly exceed the membership of our Association. 
Some estimates of the number of formally trained economists in the country 
were given on page 769 of last year’s Proceedings. Our growth can probably be 
accounted for by the number of new economists being trained in institutions 
of higher learning and by the increasing interest in economics shown in busi- 
ness, government, and other professional fields. We shall know more about 
economics as a field of specialization and as a profession when studies now 
under way have been completed. Two of these surveys are described toward 
the end of this report. 

The number of copies of our publications now printed is 10,400—an in- 
crease of 200 over last year. We aim to keep on hand an inventory of a few 
hundred copies to meet the demands of new members and the growth of 
subscriptions and sales. The allowance is not large, but we depend upon re- 
purchase of out-of-print numbers to satisfy urgent demands. It seems safe 
to do this, since many members do not keep complete files and there is an 
active market for copies among book dealers. Members, and subscribers who 
lack copies and wish to fill gaps in their files or who wish to dispose of copies 
or sets of our publications may run notices to this effect in the American 
Economic Review. 

Geographical Distribution. An analysis of the geographical distribution of 
members for selected years, 1933-48, may be found on pages 316-317 of the 
1948 Directory and for previous years, back to 1919, in the Papers and Pro- 
ceedings, May, 1945, pages 460-461. A comparison of present distribution 
with past percentages would show that the East and Northeast still represent 
nearly one half of our total membership and the Middle East a little less than 
a quarter. The Southeast and Far West have shown most marked increases, 
with the Southwest and Northwest about holding their relative positions. Our 
foreign members and subscribers having dropped to a low of 5 per cent of 
our total membership during the war have now almost regained their former 
status and constitute slightly less than 10 per cent of our total numbers. 

Publications. Four numbers, of an edition of 10,400 copies, of the American 
Economic Review were issued at a cost of $20,255. An analysis of the contents 
of the Review, that is, articles, communications, reviews, notes, and so forth, 
together with a budget and detailed costs, is covered in the Report of the 
Managing Editor. No special supplements, such as the Report of the Com- 
mittee on the Teaching of Economics in 1950, were issued this year; nor 
were any committee reports substituted for lead articles, such as that on 
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economic instability appearing in the September, 1950, number. 

Permission has been liberally granted to authors and to editors of readings 
and symposia wherever it was thought to make more generally accessible 
materials found in our publications. 

The publication of photographs of Frank H. Knight, Matthew B. Ham- 
mond, Ernest L. Bogart, and George E. Barnett brings this series down to the 
year 1932. If we continue our present schedule for another couple of years, 
we will have caught up in this series with the list of past presidents and will 
thereafter run only the current president’s photograph along with his presi- 
dential address. 

The section on “Announcements of Vacancies and Applications,” first 
started in 1939, is being continued. The results of this service seem to be 
satisfactory, despite the fact that such announcements come out only quarterly. 
To be really effective, announcements should appear and be acted upon more 
often—say, monthly—but this is not feasible due to the limitations of our 
publication schedule. In this same connection, mention may be made of the 
Employment Register and the opportunities made available to those seeking 
employment and those seeking men to confer at the annual meetings. This 
service has proved immensely popular. 

It was proposed last year to run a section of notes in the Review, announc- 
ing the prospective retirement of professors. So far, this has not proved 
feasible, but further efforts may be made to implement the idea. 

An 816-page volume of Papers and Proceedings was issued in May, as has 
become the custom in recent years. Despite the independent character of our 
annual meeting in an off year, the volume of papers produced proved to be 
as large as ever. It was thought that the spring peak-load pressure at the 
printers would necessitate issuing this bulky tome in two parts—one to appear 
early in the spring and the other in July or August—but satisfactory arrange- 
ments made it possible to publish the whole volume as a unit. The total 
number of 10,400 copies were printed at a cost of $11,965. An 18-page Hand- 
book Supplement, containing names and addresses only of new members added 
from November 1, 1949, to June 1, 1951, was prepared in the spring and 
mailed to all members in July. A handbook containing names and addresses 
of all members and subscribers is planned for 1952 or 1953, followed by 
supplements covering added new members; and if present plans materialize, 
a revised seventieth anniversary directory of the “who’s who” type will be 
prepared in 1955. 

The 16-page information booklet continues to serve a very useful purpose 
in supplying answers to the volume of inquiries which flows into the Secre- 
tary’s Office. This little volume, which describes the purposes and activities 
of the Association and the character of its publications, is re-edited annually 
and is distributed to officers and to prospective members and others interested 
in our affairs. 

Committee Activities. 

Committee on Publications (N.S. Buchanan, Chairman) 

a) Republications Series. Five volumes of this series, sponsored by the 
Association and published by The Blakiston Company, have been issued. Vol- 
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ume VI, on Price Theory (K. E. Boulding and G. J. Stigler, co-editors), is in 
press, and Volume VII, on Fiscal Policy (J. K. Butters and Arthur Smithies, 
co-editors), is nearing completion. Volumes I to IV have been reprinted and 
sales continue at a very satisfactory rate. New volumes are contemplated, 
but the tempo has been slowed down as the idea has spread and other organ- 
izations and individuals are projecting and publishing volumes of readings 
on such subjects as labor economics, money and banking, fiscal policy, and 
economic thought. When our series was first inaugurated, an obvious gap 
existed in this type of collective readings, and our Committee on Publica- 
tions urged the Association to use its resources to make worth-while articles 
appearing in the several learned journals more generally accessible in con- 
venient, well-edited volumes. As this need becomes satisfied, this function 
becomes less urgent. If others are willing and find it profitable to render this 
service, the Association’s activities may advisedly be directed along other 
lines of endeavor. We have freely given permission to others to reprint articles 
and papers appearing in our publications, acceding, however, to the wishes of 
the authors concerned in the case of each request. 

A volume of readings on the Scope and Method of Economic History, co- 
sponsored by us and the Economic History Association and edited by F. C. 
Lane and Jelle Riemersma, is now nearing completion. This volume will have 
slightly different form than the economics series and will be somewhat larger, 
but it should have wide appeal amongst economists as well as historians. 

b) Survey of Contemporary Economics, Volume II. This volume, edited 
by B. F. Haley, is now in manuscript form and should be ready for publica- 
tion early in 1952. This volume of ten essays dealing with vital subjects not 
covered in Survey, Volume I, will contain a new feature; namely, critical 
comments on each essay by two reviewers. 

c) Translation Series. Professor William Jaffe has completed the transla- 
tion of all but the last three chapters of this forty-two-chapter volume. This 
and the author’s notes, plus three short appendices and an introduction, will 
bring to a finish an ambitious and significant project. All the graphs—about 
fifty in number—have been drawn. We are now concluding arrangements 
with the printer for the publication of the volume and corresponding with 
English associates who have expressed an interest in co-sponsoring the volume. 
We are making every effort to have the translation of Walras’ Elements 
d'Economie Pure published at a price within the range of the largest possible 
number of our members. 

We have revised our agreements with The Blakiston Company in a manner 
to permit the determination of profits or loss on the sale of the readings 
volumes at the end of each fiscal year. A cash settlement covering last year’s 
operations was made in August in the amount of $1,854. 

In addition to the change in the chairmanship of this Committee, another 
change in the membership has been effected by the addition of J. J. Spengler. 
Mr. Spengler is also a member of the Research Committee and it was thought 
desirable to have a liaison member, who could keep in alignment the similar 
activities pursued by both committees. 

Committee on Research (S. E. Leland, Chairman). This Committee was 
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granted an additional $500 appropriation to carry on its operations. A report 
of its activities appears below. 

Committee on Public Issues (S. H. Slichter, Chairman). An important 
bit of unfinished business is still the principal concern of this Committee; 
namely, the report of the Subcommittee on International Economic Policies 
(P. H. McCracken, Chairman). The work of this Committee should come to 
a head either in the form of a completed panel statement on international 
economic policies or in the form of a report describing chronologically the 
procedure followed by the Committee and summarizing its accomplishments. 
A case report throwing light upon an experiment in panel reports by experts 
would be worth something for the record. 

Committee on International Co-operation; the 1.E.A. (Gottfried Haberler, 
Chairman). A brief report of the meetings at Talloires, France, in Septem- 
ber may be found in the December number of the Review in the “Notes” 
section. Two conferences were held: one on teaching economics and the other 
on monopoly and competition. Note was also made in Professor Haberler’s 
report of a new series of translations prepared for the International Economic 
Association, called, International Economic Papers. The first number will be 
published by Macmillan and Company, Ltd., London, and the Macmillan 
Company, New York, in December, 1951. We have entered into arrange- 
ments with the Macmillan Company to sell this volume to our members at a 
price concession. 

Committee on Honors and Awards (I. L. Sharfman, Chairman). The 
duties of this standing committee are continuous and it has a rotating mem- 
bership of six members. Recommendations have been made for the J. B. Clark 
Award this year and the Committee has turned its attention to the selection 
of a candidate for the F. A. Walker Award in 1952. 

Committee on Foreign Honorary Members. This Committee was discharged 
at the April meeting after having submitted its panel of recommendations, 
and a new committee is to be constituted for the purpose of drawing up a 
new set of names on the basis of the standing instructions to successive com- 
mittees which were drafted by the Willits committee in 1945. In that 
report, six criteria of eligibility were enumerated (see Papers and Proceed- 
ings, 1945, page 493). The recommendations made by a special committee 
(E. G. Nourse, Chairman) in 1946 have since been followed (see Papers and 
Proceedings, 1946, page 908). 

Committee on Academic Freedom (F.C. Mills, Chairman). This standing 
committee has- been inactive during the current year, which may. in a sense 
be considered favorable, since no complaints have been filed. 

Committee on Graduate Training in Economics (H. R. Bowen, Chairman). 
This Committee, consisting of H. R. Bowen, G. L. Bach, Milton Friedman, 
I. L. Sharfman, and J. J. Spengler, was constituted for the purpose of aiding 
the Chairman, who is directing an eighteen-month project along the lines 
proposed by the predecessor committee. Professor Bowen has done prelimi- 
nary field work and is in the process of developing questionnaires to send to 
economists in the making, those who have completed their formal work and 
have academic employment or are in business or government service, and on 
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the other side questionnaires directed to employers in these respective fields. 

There are several other studies now under way designed to discover who 
economists are, what they do after they have finished their training, who em- 
ploys economists, what these employers want of economists, and how sound 
economic education can be promoted. For example: The National Registra- 
tion, the Humanities and the Social Sciences, a government project directed 
by Dr. J. F. Wellemeyer and Professor Taulman Miller, under the auspices of 
the American Council of Learned Societies, is attempting to compile a 
roster with appropriate information on economists as well as other social 
scientists; Dr. Dael Wolfle is directing a supply and demand survey for the 
Commission on Human Resources and Advanced Training. Mr. C. E. Hawley, 
Chief for Social Sciences, Divison of Higher Education, Federal Security 
Agency, Office of Education, has done some work in the study of the supply 
of economists and other social scientists in the United States. Then there is 
the work of the Joint Council on Economic Education, sponsored by the 
Committee on Economic Development (the Business Education Committee is 
the liaison agency) and of the Ford Foundation Fund for Adult Education. 
The American Economic Association has a direct interest in these projects, 
since they do in some respects complement our own activities and share our 
responsibilities in promoting research and education in economics. 

Reports of Council Representatives. 

American Council of Learned Societies (F. H. Knight). Professors G. J. 
Stigler (as alternate for F. H. Knight, who was in Europe) and Bell attended 
the annual meeting of the A.C.L.S. The principal subject discussed at the 
Council meeting concerned the place of the humanities as a field of learning. 
The usual reports of committees, directors of projects, and staff advisers were 
presented. 

The agenda of the Conference of Secretaries of the Constituent Societies 
was devoted to such topics as the organization and current activities of the 
member societies which were deemed of common interest, recent develop- 
ments in roster and placement activities, publication and promotion of learned 
books, a.conference of editors and printers, and the handling and investing 
of societies’ investment funds and problems in maintaining and increasing 
membership in societies, loyalty oaths and violations of academic freedom. 
The suggestion that the editors of the journals of the constituent societies 
meet with their printers was implemented at a meeting sponsored by the 
A.C.L.S. at Richmond, Virginia, September 6-7. The topic of this two-day 
conference was “how can editors help printers to help editors.” The con- 
ference was very successful in promoting understanding between the editorial 
office and the print shop. 

Professor J. W. Bell was elected to succeed himself as Chairman of the 
Conference and Dr. Ferris J. Stephens was elected Secretary for the coming 
year. 

Social Science Research Council (G. W. Stocking, H. A. Innis, T. W. 
Schultz). A report of the activities of this Council is published below. 

National Bureau of Economic Research (D. H. Wallace). A report of our 

representative appears below. 
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Committees Appointed During the Year 


COMMITTEE ON ELECTIONS 
Harry G. Guthmann, Chairman 
Robert T. Glidden 
James Washington Bell, Ex Officio 


CoMMITTEE ON GRADUATE TRAINING 
IN ECONOMICS 
Howard R. Bowen, Chairman 
George L. Bach 
Milton Friedman 
I. L. Sharfman 
Joseph J. Spengler 


FINANCE COMMITTEE 


Roy C. Osgood, Chairman 
Charles C. Wells (Jn Absentia) 
Wells Farnham 

James Washington Bell 


NOMINATING COMMITTEE 


Howard S. Ellis, Chairman 
Karl R. Bopp 

George A. Elliott 

Charles P. Kindleberger 
Lloyd A. Metzler 

William H. Nicholls 


Standing Committees 


COMMITTEE ON PUBLICATIONS 
Norman S. Buchanan, Chairman 
Arthur F. Burns 
James Washington Bell 
Joseph J. Spengler 

INTERNATIONAL EcCoNomMIC ASSOCIA- 

TION REPRESENTATIVES 
John H. Williams (1952) 


CoMMITTEE ON RESEARCH 


Simeon E. Leland, Chairman 
George W. Stocking 

Harold A. Innis 

Theodore W. Schultz 
Donald H. Wallace 

Joseph J. Spengler 

Richard B. Heflebower 


John V. Van Sickle (1952) 

Gottfried Haberler (1955) 

Howard S. Ellis (1955) 
COMMITTEE ON INTERNATIONAL Co- 
OPERATION 

Gottfried Haberler, Chairman 

Howard S. Ellis 

Theodore W. Schultz 

James Washington Bell 


CoMMITTEE ON Honors AND AWARDS 
I. L. Sharfman, Chairman (1952) 
Calvin B. Hoover (1952) 
George L. Bach (1954) 

Edward S. Shaw (1954) 
Norman S. Buchanan (1956) 
Fritz Machlup (1956) 


The Advisory Selection Committee for Fulbright Awards appointed by the 
Conference Board of Associated Research Councils for the current year was 
composed of Ben W. Lewis, Oberlin College, Chairman, James Washington 
Bell, Northwestern University, John H. Cover, University of Maryland, Carter 
Goodrich, Columbia University, George W. Stocking, Vanderbilt University, 
and Ralph A. Young, Board of Governors of the Federal Reserve System. 

Other committees referred to in the Secretary’s Report whose membership 
may be of interest are as follows. 

From a panel nominated by the American Economic Association, a com- 
mittee was appointed for the Graduate Record Examinations, Advanced 
Economics Test. This is part of a National Program for Graduate School 
Selection administered by the Educational Testing Service. Appointed were: 
J. J. Spengler, Chairman, C. L. Allen, K. E. Boulding, Mary Jean Bowman, 
and B. W. Lewis. The new three-year comprehensive test developed by this 
committee was administered for the first time on October 26-27, 1951. 


_ 
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The Joint Council on Economic Education has appointed a Committee on 
Co-operation with Teacher Training Institutions, with the following econo- 
mists as members: E. G. Nourse, Horace Taylor, L. E. Leamer, P. J. Strayer, 
Clair Wilcox, and J. W. Bell. The major purpose of the Committee is to ex- 
plore the related problems and to organize an approach to the task of incorpo- 
rating into the program oi training teachers in economics and the social 
studies an adequate economic understanding. 


Representatives of the Association on Various Occasions 


American Academy of Political and Social Science, 55th Annual Meeting 
Anne Bezanson Karl W. H. Scholz 
Drexel Institute, 60th Anniversary Convocation 
Clair Wilcox Donald M. Hobart 
College of the Pacific, Centennial Year Commencement Exercises 
Charles B. Norman 
Western Reserve University, 125th Anniversary 
Charles C. Arbuthnot 
National Research Council, Advisory Committee on Economics of Parking 
Problem 
Homer Hoyt 
New York Herald Tribune Forum 
_ Albert G. Hart Arthur F. Burns 
‘University of Oregon, 75th Anniversary 
C. Ward Macy 
University of Glasgow, Fifth Centenary Celebration 
Frank H. Knight 
University of Denver, World Affairs Institute 
Earl C. Crockett 
Federal Civil Defense Administration Conference 
Corwin D. Edwards 
Inauguration of University and College Presidents: 
Richard Anderson Harvill, University of Arizona 
Grace S. M. Zorbaugh 
Lawrence A. Kimpton, University of Chicago 
James Washington Bell 
Philip Grant Davidson, University of Louisville 
John R. Craf 
Harlan Henthorne Hatcher, University of Michigan 
I. L. Sharfman 
Raphel O’Hara Lanier, Texas Southern University 
Floyd F. Burtchett 
Arthur Blair Knapp, Denison University 
Paul M. Titus 
Ralph L. Woodward, Central College, Fayette, Missouri 
Erastus P. Puckett 
Asa Smallidge Knowles, University of Toledo 
Clair K. Searles 
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Use of Mailing List 
The use of our mailing list to send the materials indicated was granted to 
the following: 
Council on Foreign Relations: Special subscription rate offer to Foreign Affairs 
Swift & Company: Their annual report 
Institute of Social Order: To announce Commemorative Henrich Pesch issue 
of Social Order 
Bert F. Hoselitz: To announce translation by him and James Dingwall of 
Carl Menger’s Principles of Economics 
University of Alabama Press: To announce Free Enterprise and the Adminis- 
trative State, by Marshall Dimock 
Institute of Life Insurance: 1950 Life Insurance Fact Book 
Henry Schuman, Inc.: To announce 20th Century European Economic His- 
tory, by Paul Alpert 
Free Press (Glencoe, Ill.): To announce International Economics, by Jacob 
Viner 
It is with regret that the names of the following persons have been removed 
from our active membership list, notice of their deaths having been received 
during the year. 
Benjamin F. Brooks W. Burton Hurd 
Lewis H. Brown Sister M. Edward Joseph 
Harold H. Burbank William H. Kiekhofer 
Edmund E. Day F. L. Lipman 
Howard M. Eliot Helen C. Monchow 
Harry M. Fife Walter Rautenstrauch 
Edward F. Harvey Thomas A. Silness 
J. Weldon Hoot Jacob G. Smith (Life Member) 
Warren C. Waite 


Respectfully submitted, 
JAMEs WASHINGTON BELL, Secretary 
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Exuzsirt I 
Pustication Costs 
PAPERS AND PROCEEDINGS 


1,118.84f 
822.58 
1,775.72¢ 


143 ’ 6,900 2,035.71 


345 7,700 6,948.07 


9,684.76 41 9,200 1,163.84¢ 
11,965. 18 8,300 692.63 


* This is the year of publication and pertains to the meeting of the preceding year. The 
figures are published in the subsequent year. 

+ “Who’s who” volumes; 1950, supplement. 

t Part of papers presented at annual meeting published as supplement to June number. 


Exuusir II 
MEMBERS AND SUBSCRIBERS 


Totals 
Class of Membership 11/30/50 Added 11/30/51 


Complimentary 
Lif 


1,103 
616 


1,719 


* Includes 141 junior members changed to annual. 

t Includes 45 annual members changed to juniors. 

t Includes one annual member changed to family. 

§ Includes 8 who do not receive publications. 

** Resigned, 127; nonpayment, 279; died, 16; lack of address, 43; changed to junior, 45; 
changed to family, 1. 
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HANpDBOOKS 
Number Number Number Number 
Year* of of Cost of of Cost 
Pages Copies Pages Copies 
1930 222 4,300 $ 1,353.91 
1931 308 4,300 1,919.18 88 4,200 $ 589.54 
1932 316 4,200 1,819.75 
1933 216 4,000 1,284.85 88 3,900 $22.71 
= 1934 232 3,700 1,192.91 
‘ 1935 248 4,000 1,347.88 
1936 360 4,200 2,037.90 58 4,100 454.36 
1937 344 4,300 1,922.03 
1938 200 4,500 1,234.10 112 4,500 
t 1939 288 4,600 1,785.91 
: 1940 444 4,900 2,658.12 108 5,000 
1941 479 5,200 3,294.45 
1942 548 5,400 3,909.79 208 5,500 
1943 535 5,500 3,652.56 
1944 470: 5,800 3,350.40 
144 5,900 1,215.22t 
1945 536 6,400 4,502.84 
1946 960 6,700 8,149.90 Po 
: 1947 781 7,700 8,140.79 
1949 537 9,500 
1950 650 10,100 
1951 816 10,400 
Annual ................ 6,066 649* 511** 138 6,204 
125 13t 15 2 123 
26 11 11 37§ 
- 44 5 1 4 48 
21 1 1 22 
6,936 ma 971 132 7,068 
Subscribers ............. 2,543 497 119 2,662 
Complimentary ......... 35 5 5 30 
| 1,473 246 9,760 


REPORT OF THE TREASURER OF THE ASSOCIATION 
FOR THE YEAR ENDING NOVEMBER 30, 1951 


This report falls into three sections: (1) operating results of the year with 
comparisons for last year and five years ago; (2) the status of appropria- 
tions and of funds obtained from outside sources to carry on Association 
activities; and (3) an analysis of financial conditions this year compared to 
last year and to five years ago. 

Income and Expenses. The table below shows current operating results and 
major changes occurring in our sources of income and in the items of ex- 
penditure. This presentation differs from that found in the Auditor’s Report 
in that all sources of income are grouped together, as are all forms of ex- 
penditure, while the Auditor’s Report separates publication results; that is, 
publication income is shown as a deduction from publication expense. Details 
of these statements may be found in exhibits of the Auditor’s Reports. 


Comparative Results of Operations for 1951, 1950, and 1946 
11/30/51 11/30/50 


printing 
Proceedings printing 
Directory printing 
Editorial office (Review) : 


Net operating income 
Appropriations 
Net income or deficit 


| 
| 
Inco 12/7/46 
Membership dues $38,462 $22,076 
14,273 10,082 ; 
Republications income ..................-. 1,854 
Dues and publications income ........ . . $66,894 $63,646 $36,219 
Less custodian fees ................... 157 131 107 
Sales of securities (met) ................... 2,788 — 4,186 
Investments (less fees) ................$ 8,265 $ 4,847 $ 7,733 
Total income .................... $78,199 $68,493 $43,953 i 
Other administrative expenses .............. 3,604 2,610 1,645 : 
Executive Committee ..................... 1,016 1,146 1,026 
Other committee expenses ................. 583 $23 $72 
Review moving expense ...............-.. 716 
Administrative and operating ..........$18,439 $16,402 $11,223 
$24,519 $10,968 
693 1,164 2,036 
Editorial and clerical salaries .......... 7,785 7,475 5,430 
Other expenses (net) .................. 553 563 681 
Publications $42,905 $44,979 $28,857 
Total expenses ................ .$61,344 $61,381 $40,080 
$ 7,112 $ 3,873 
2,000 100 
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Total income from all sources for the fiscal year 1951 amounted to $75,159, 
or $6,660 more than in 1950. It will be recalled that the increased dues and 
subscriptions from $5.00 to $6.00 went into effect in 1950. Hence the in- 
crease in these items, totaling $2,630, resulted from the net gain in members 
and subscribers. Sales of our publications declined (less by $612), as did 
income from advertising (by substantially the same amount, $624). Income 
from republications or “Readings Series” amounted to $1,854. Interest on 
bonds yielded $91 less but dividends on share holdings increased $738 and sale 
of securities netted $2,788. Current income from interest on bonds ($1,026) 
and dividends from stocks ($4,608) amounted to $5,634 (less $157 custodian 
fee equals $5,477), which is a gratifying source of revenue. It represents a 6.05 
per cent return on the cost of securities but only 3.95 per cent on the market 
values. From the data shown in the Finance Committee Report, we may note 
that the cost of securities held this year compared to the cost of securities 
in last year’s portfolio has increased $8,017, while the market value of these 
relative holdings has increased $13,149. The difference ($5,130) represents 
capital appreciation, since we put less money into the fund than we took out 
by $403 (the difference between the market value in the two periods and the 
profit on sales of securities). The following table summarizes these increases 
and decreases: 


Decrease 


Dues and subscriptions 
Dividends 


$ 612 
624 
91 


$1,327 


Total expenses amounted to $61,344, or $37 less than last year. Higher 
printing costs are reflected in the Papers and Proceedings item ($11,965, com- 
pared with $9,685 for 1950) but are not obvious in the Review or Handbook 
items. The 1950 Review printing item included $3,592 for the report of 240 
pages on undergraduate teaching of economics which was issued as a supple- 
ment to the December, 1950, number of the Review. The Handbook Supple- 
ment of 1951 was an 18-page pamphlet of names and addresses of new mem- 
bers, whereas the 41-page supplement to the 1948 Directory issued in 1950 
was of the “who’s who” type. Payment to contributors was abnormally low 
in 1950 on account of the substitution of the report on economic instability 
for the usual articles contributed. Clerical salaries in the Review office in- 
creased about $310; other expenses declined $10. Salaries and wages in the 
Secretary’s Office increased about $900 and administrative expenses $1,000. 
The annual meeting netted an income of $501 instead of causing a deficit as 
in the previous year. Other expenses remained about the same, although there 
was no moving charge this year. In summary, a decrease in publication costs 


4 
' 
Increase 
4 $6,156 
$8,010 
4 
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was offset by an increase in administrative and operating expenses, leaving 
total expenses practically the same in amount as last year. 

Total operating income of $75,159 minus $61,344 expenses leaves a net 
operating income of $13,815, or $6,703 more than last year’s net. After appro- 
priations of $1,100, we have a net income of $12,715, or $7,603 above that of 
a year ago. This large net income looks too good to be true in the light of 
increasing costs which are harassing everyone, but the following nonrecurring 
or special circumstances should be noted, since they largely account for this 
favorable result: 

Those Reducing Expenses— 
Review printing 
Directory printing 
Review moving expenses 
Appropriations 

Those Increasing Income— 
Republications income 
Sales of securities 


Financial Condition. The accompanying balance sheet figures show the com- 
parative status of the principal assets, liabilities, appropriated and other 
funds, and surplus account for the current year, last year, and five years ago. 


Assets 11/30/51 11/30/50 12/7/46 
Cash on deposit and on hand 
Receivables (net) 
Prepaid expenses and inventories 
Furniture and ‘fixtures (net) 
Investments at cost: 


Liabilities and Funds 


Accounts payable 
Withheld tax 


Fund for proposed secretariat 

Fund for Committee on Graduate Training in 
Economics 

Fund for Committee on Publications 

Committee appropriations (not expended) 

Life mem i 


Total liabilities and funds 
Balance at beginning of period 
Transfers from life 
Net income or Joss for period 
Unappropriated surplus 
Total footings 


4 
Total assets $112,909 $105,655 $94,923 
$ 9,100 $ 3,621 
Allied Social Science Associations ............. — — 829 
Membership extension fund ................. 855 966 1,402 
os 35 35 
2,204 _ 
7,172 
_ 2,243 3,208 7,338 
S68 5,200 3,750 
Terps. $ 37,049 $26,035 
$ 63,269 $66,015 
$ 68,606 $68,888 
$105,655 $94,923 
\ 
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Asset items consist of cash, receivables (chiefly unpaid dues and sales and 
the December Review advertising) prepaid expenses (supplies on hand and 
insurance in force), furniture and fixtures (depreciated), and investments 
at cost (see exhibit of the investment record at the end of this report). Total 
assets of $112,909 are $7,254 larger than last year’s assets, the difference being 
reflected mostly in the investments, accountable, in part, by the receipt of 
funds from the foundations. 

Liability items consist of accounts payable to printers, such as the December 
number of the Review, deferred income (prepaid membership dues and sub- 
scriptions), life memberships (which have increased slightly since we lowered 
the rate from $200 to $100), and unmexpended Association and other funds 
appropriated for specific activities. The amount due printers this year 
($6,031) is not as large as last year’s bill for the December Review plus the 
supplement on the teaching of undergraduate economics. Deferred income 
this year ($7,383) is substantially less than that for last year ($18,540), be- 
cause of the change in timing in sending out dues bills. These were not mailed 
out in November with the preliminary program and ballot materials but were 
mailed out later, so as to stabilize the work in the Secretary’s Office. 

Committee Appropriations. During the past several years the Executive 
Committee has made appropriations to implement the work of committees. 
Outside financial help has also been made available for two of our projects. 
The accompanying table consolidates material found in the Auditor’s Report 
dealing separately with appropriations and grants. This is done in order to 
disclose the whole picture; namely, the origin of the funds, amounts ex- 
pended, and balances still available. 


Appropriations and Grants 
Appropriated Expended Unexpended 
i During Balance 
Funds Year Year 11/30/51 
. Membership Extension 3 $ 35* $ 146 $ 855 
. Undergraduate Teaching of Economics . 101 901 
. Grant by Rockefeller Foundation ($16, 000) 
for Committee on Graduate Training 
Economics 5,333 3,129 2,204 
. Grant by Carnegie Corporation to Under- 
write Survey, Volume II 2171 
. Publications Committee ’ 


. Research Committee 547 
i i 246 795 


* Transferred from Fund for Proposed Secretariat. 

+t Unexpended balance returned by Committee. 

¢ This amount was transferred from the Research Committee appropriations. 
§ The sum of $2,000 transferred to the Publications Committee. 


To the Membership Extension Fund was added the fund for a proposed 
secretariat, which had been carried on our books since 1936, the amount of 
$35 and the old account thus being expunged. 

The Committee on Undergraduate Teaching of Economics has completed 
its work, and its report on undergraduate teaching of economics appeared as 
a supplement to the December, 1950, number of the American Economic Re- 
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view. From an original appropriation of $2,000, this Committee expended 
$1,200 in preparing this report but refunded last year the sum of $100.83, 
thus leaving an unexpended balance of $901 on the books. This amount should 
be thrown back into the treasury. The printing cost of $3,951.71, plus the 
separate wrapping charge of $73.44, should have been charged to this Com- 
mittee in order to get a clear picture on the record. The net cost of the 
Committee’s operations, plus the publication of its report, was about $5,125. 
This is a very reasonable expense, since every member and subscriber re- 
ceived without extra charge a copy of this excellent contribution—a contribu- 
tion which is of vital interest both to the academic world and to the profession. 

Through the generosity of the Rockefeller Foundation, we have received 
a grant of $16,000 to finance a project on graduate training in economics. A 
third of this amount has been paid. 

The Carnegie Corporation has agreed to underwrite to the amount of 
$8,000 the preparation and publication of A Survey of Contemporary Eco- 
nomics, Volume II. This amount has been paid in and together with the 
$2,000 transferred from the Research Committee comprises the funds from 
which expenditures are authorized under the Publications Committee project. 
The Committee on Publications has no need of appropriations for the “Repub- 
lication Series,” since this was undertaken as a joint risk with The Blakis- 
ton Company; nor has any appropriation been called for in connection with 
the Walras translation project. 

New appropriations of $500 each were made to carry on the work of the 
Research Committee and of the Committee on Public Issues and the latter 
Committee was given another $100 to promote the circulation of the report 
on economic instability. 

Deducting liabilities and funds from total assets gives us a surplus balance 
of $68,606, to which amount is added $50 for a lapsed life membership and 
$12,715 net income for the year, bringing the present unappropriated surplus 
to $81,371. This latter amount represents our financial back-log, which is 
available to meet exigencies when current income fails to meet current 


expenses. 

The history of net annual income or deficit and the growth of accumulated 
surplus from 1909 to 1944 is reviewed in the Treasurer’s Report presented in 
the Proceedings of May, 1945, pages 472-477, arid subsequent data may be 
found in succeeding annual reports. A previous high surplus figure of $69,000 
was reached in 1946. It then declined to $58,200 in 1948. After three years 
of surplus, it has reached another high. However, as indicated above, we 
cannot count on fortuitous reductions in expenditures and nonrecurring in- 
creases in income such as characterized our experience this year; nor can we 
count on a continuous and rapid growth in members and subscribers, which 
increase in volume has kept our unit costs down. Just recently we have bad to 
revise our printing contract on the basis of a 15 per cent increase in costs— 
an increase which will be reflected in future expense figures. 

After two years’ experience, we do not see any immediate need of increas- 
ing our modest $6.00 dues, since there still seems to be some latitude in 
absorbing increasing costs in our financial setup. There is a great advantage 
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in maintaining our low dues while other associations are increasing theirs. It 
enables our members to continue their affiliation with us while at the same 
time supporting other cognate or allied associations serving their more spe- 
cialized interests. It also serves to attract new members who can afford to 
belong to only one organization. We should try to maintain this low level of 
dues as long as we can do so with a balanced budget and without impairing our 
worth-while educational activities. 
Respectfully submitted, 
James Washington Bell, Treasurer 


INVESTMENT PORTFOLIO 


w 


117,316.75 


Rate of Return 
on Cost 


w 


S52 


BS 
an 


* Estimated income for year. 


At Par Cost Market 
Bonds | Bonds Stocks Total 
1925 $25,000 $24,661.75 $24,661.75 
1930 31,000 32,439.48 32,439.48 
1933 33,500 32,962.48 954.23 36,916.71 $31,522.50 
1935 16,000 15,280.48 ,114.50 43,394.98 50,338.72 
1940 25,000 22,519.80 , 155.95 63,675.75 60,553.88 
1942 27,000 24,651.12 ,556.06 66,207.18 58,211.88 
1945 40,000 36,705.95 ,955.81 81,661.76 103 574.76 
1948 35,000 33,108.63 ,624.14 81,732.77 84,841.91 
1950 * 35,000 33,108.63 ,978.53 85,087.16 | iihidet 
1951 43,000 | 43,340.16 764.51 93,104.67 
RETURN ON INVESTMENTS 
Year Bonds Stack | 
1925 $ 
1930 |_| 
1933 
1935 
1940 
1942 
1945 
1948 
1950 
1951 | 
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REPORT OF THE FINANCE COMMITTEE 


December 10, 1951 


Executive Committee, 
American Economic Association, 
Evanston, Illinois. 


GENTLEMEN: 


We submit herewith a report of the investment holdings of the Association 
as of the close of business, November 30, 1951. This report shows holdings at 
cost and at market value this year compared with last year, purchases and 
sales made during the year, and changes in the holdings due to stock splits. 

The following summary shows cost and market value of bonds and stocks 
held this year compared to holdings of last year. 


Cost of Holdings Market Value 
11/30/50 11/30/51 11/30/50 11/30/51 
, $43,340 $ 31,584 $ 42,206 
$1,979 49,764 72,593 75,110 


$85,088 $93,104 $104,177 $117,316 


During the past fiscal year, the following securities were sold. The table 
below shows both cost and sale price in round figures. 


Bonds 
Chicago and Northwestern Ry. 434% 
Illinois Central Ry. St. Louis, Div. 3% . 
N.Y. Central Ry. 444% .....:. 
N.Y., N.H., and Hartford Ry. 
Pennsylvania Ry. Co. 4%4% Gen. Mtg. 


Stocks 
Chesapeake and Ohio Ry. Co. ....................200055 
Commonwealth Edison Co. 
Crane Co., 3349 Cum. Pref. 
General American Transportation Corp. .................. 


Link Belt Co. 

Wayne Pump Co. 

Chas. Pfizer Co. rights 


Net profit 


In this year, we added to our holdings the following securities at costs 
indicated. 


; 
i 


Cost Price 
$3,000 ....$2,431 $1,891 
3,000 3,040 
5,000 4,755 3,510 
1,000 1,021 
Sha 
25 1,309 810 
55 1,526 1,625 
25 2,550 2,347 
100 3,084 2,535 “ 
100 2,057 4,781 
38 687 1,604 
} $34,442 $37,235 
| 34,442 
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Cost 
$ 4,000 Illinois Central Ry. 434% due 1966 $ 4,026.17 
— U.S. Treasury 1744% due 10/1/52 20,028.36 


Can Co. 3,714.55 

5,456.43 

829.12 

2,316.05 

Socony-Vacuum Oil Co. 3,012.44 


$42,192.00 


Our holdings were further modified by the following changes: 
Glidden Co.: A switch of 14 shares of preferred to 20 of common 
Gulf Oil Corp.: A 2-for-1 split, making 124 shares 
Kroger Co.: A 2-for-1 split, making 200 shares, 100 of which were sold 

The Finance Committee holds no stated meetings, but members are in 
constant\touch and have met several times during the year to appraise our 
holdings, which have in each instance been carefully analyzed. Our position 
at the moment is a highly liquid one and we feel that we are in a good posi- 
tion to take advantage of changes in the market. 

We deeply regret that considerations of health have forced Charles C. 
Wells to move to California. Since his stay there is likely to become more 
or less permanent, we considered it advisable to add a fourth member to the 
Committee; so that we could always count on three members being on the 
ground. The older members of the Finance Committee consider themselves 
and the Association as well very fortunate in having obtained the acceptance 
as a new member of this Committee Mr. Wells Farnham, of Stein, Roe & 
Farnham, investment counselors in Chicago. 

Respectfully submitted, 
Roy C. Oscoop, Chairman 
Cartes WELLS 
WELLs FARNHAM 
JaMEs WASHINGTON BELL 


200 

100 

100 

25 

60 

100 

| 
i 
| 
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List oF SECURITIES HELD BY THE ASSOCIATION 


Bonps 


Issue Cost 


Ry. 4%4% due 1966 
1st and Ref. Series “D” 


U. S. Defense Bonds, Series “G” 214% due 1954 3,000.00 
U. S. Treasury Bonds 234% due 6-15-72/67 ... 8,000.00 
U. S. Treasury Bonds 214% due 12-15-72/67 .. 7,275.63 
U. S. Treasury 174% due 10/1/52 20,028.36 


$43,340.1 6 
Number of Shares 
Common Stock 


Central Southwest Corp. 
Can Co. 


Kroger 
Chemical Co. 
National Dairy Products Corp. ............. 


Socony-Vacuum Oil Co. 
Standard Oil Co. of Indiana 
Standard Oil Co. of New Jersey . 
Union Carbide and Carbon Corp. ........... 1,433.94 
Preferred Stocks 
25 International Harvester Co. 


$49,764.51 


$93,104.67 


Value 
Market or 
11/30/50 


$4,750.00 


4,929.00 


3,387.50 
3,725.00 
4,700.00 
1,706.25 
5,193.75 
4,490.00 


3,862.50 


4,393.75 


Last Sale 
11/30/51 


$ 75,110.62 
42,206.13 


$117,316.75 


737 
$ 4,000 * 4,026.17 $ 3,975.00 
1,000 Reading Co. 3 
790.00 
3,000 2,901.00 2,919.00 
8,000 8,057.50 7,730.00 
7,000 7,055.13 6,765.93 
20,000 20,026.20 
100 General Electric Co. ....................... 2,738.19 5,600.00 
4,275.00 2 
100 Goodrich Co. SAS6A3 5,775.00 
25 Household Finance Corp. ................... 829.12 1,012.50 i 
300 Houston Lighting and Power Co, ............ 3,153.48 5,475.00 i 
100 1,851.74 3,300.00 { 
50 3,120.74 4,412.50 3 
100 3,862.69 4,787.50 
1,706.25 
60 Chas. Pfizer and Co. 2,316.05 2,317.50 
78 Procter and Gamble Co. ................... 2,459.72 4,903.12 
3,437.50 
5,730.00 
279.00 
| 4,200.00 
4,031.25 
| 


REPORT OF THE AUDITOR 


December 19, 1951 
Executive Committee 
American Economic Association 
Evanston, Illinois 


Dear Sirs: 


In accordance with instructions we have examined the accounts and related 
records of the American Economic Association for the year ended November 
30, 1951, and now submit our report thereon together with the following 
exhibits: 

Statement of Financial Position— 

November 30, 1951 Exhibit 1 
Statement of Income and Expenses for 

Year Ended November 30, 1951 Exhibit 2 


Results from Operations 
Net income for the year ended November 30, 1951, was $12,715 compared 


with net income of $5,112 for the year ended November 30, 1950, as shown 
in the following summary: 


Year Ended Year Ended Increase 
Particulars Nov. 30, 1950 Nov. 30, 1951 Decrease 

Income: 
Dues $39,812 $1,350 
Interest and dividends (net) 5,477 630 
Profit on sales of securities (net) 2,788 2,788 
Republication income 1,854 1,854 


$49,931 $6,622 


Expenses : 
Publication expenses $4 
Less—Publication income 25,22 


Net publication expense $19,795 $17,677 
Administrative and other operating expenses .. 16,402 18,439 


$36,197 $36,116 


Net operating income $13,815 
Appropriations for special committees 


The increase in dues reflects the increase in membership during the year 
under review, as reported by the Secretary: 


‘ 
| 
9 45 
2,037 
Total expenses ..................--- $ 81 
900 
$12,715 $7,603 
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Number of Members 
at November 30 


Interest on bonds owned was accounted for in accordance with stated rates; 
dividends received on stocks were compared with amounts reported in pub- 
lished records of dividends paid. 

Net publication expense, as shown in the following summary, amounted to 
$17,677 for the current year compared with $19,795 for the preceding year: 


Budgetary 
Year Ended November 30 Estimates for 
Particulars 1950 1951 Year 1951 


$20,255 $20,500 


and Handbook 
Proceedings 
Editor’s honorarium 
Payments to contributors 
Editorial clerical salari 
Editorial supplies and expenses 
Sundry publication expenses 


Total expenses 


Less—Income: 
$15,554 
2,251 
7,424 


$25,229 
-$19,795 $178: nach 


The reduction of $2,118 in net publication expense (from $19,795 to 
$17,677) reflects the fact that no supplement to the Review was issued dur- 
ing the current year. 

The December, 1951, issue of the Review had not been printed at the time 
of our examination. The publishers of the Review estimated the expense of 
printing 10,400 copies at $5,350 and this amount is included in the costs in 
the above tabulation. 

Changes during the year ended November 30, 1951, in Committee Funds 
Appropriated (not expended) are presented below: 


Soa 


739 
Classification 1950 1951 
6,204 
123 
Expenses : 
Printing of — 
693 -- 3 
11,965 
$42,906 
Net publication expense ............. 
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U 
Belance Appropriations Expended 
Nov. 30, 1950 During Year During Year Publication Nov. 30, 1951 


$2,161.47 $ 500.00 $114.30 $2,000.00 $ 547.17 


100.83 900.83 


Public Issues... 246.13 . $1.22 794.91 


$ 64.69 $2,242.91 


Financial Position 


Condensed statements of financial position of the Association at November 
30, 1950, and 1951 are compared below: 


November 30 Increase 
Assets 95 1951 Decrease 
Cash on deposit and on hand 
Receivables (net) 
Prepaid 
Furniture and fixtures (net) 
Investments at cost— 


Liabilities, Funds and Surplus 
Accounts payable 
Deferred income 
Membership extension fund 
Fund for proposed secretariat 
Fund for committee on graduate training in economics 
Fund for committee on publication 

(not expended) 


Surplus— 
Balance at beginning of year 
Net income for year 
Transfers from life memberships 


$105,655 


Cash on deposit was satisfactorily reconciled with balances confirmed di- 
rectly to us by the depositories. 

The receivables of the Association were not confirmed by correspondence 
with debtors. Based upon the Association’s past experience the reserve for 
doubtful accounts appears to be adequate to cover normal losses. 

Changes in the investment account were verified by the examination of 
brokers’ invoices and other supporting data. Securities held were confirmed 
directly to us by the State Bank and Trust Company of Evanston, Illinois, 
custodian for the Association. 


740 
Funds 
Committee on 
Committee on 
Undergraduate 
Teaching of 
Economics and 
Training of 
Economists .... 800.00 
oF Committee on 
Total .....$3,207.60 $1,100.00 
‘ $105,655 $112,909 $ 7,254 
$ 9,100 $ 6,031 $ 3069 
18,540 7,383 11,157 
966 855 111 
35 — 35 
2,204 2,204 
7,172 7,172 
3,208 2,243 965 
68,606 $,337 
| $112,909 $ 7,254 
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Insofar as we were able to ascertain, all liabilities of the Association at 
November 30, 1951 are reflected in the accompanying statement of financial 
position and the Secretary has represented to us that to the best of his knowl- 
edge all liabilities are disclosed. 

A summary of the transactions in the various funds is presented hereunder: 


Particulars Fund Economics Publication 

Balance November 30, 1950 $ $ 

Grant by Rockefeller Foundation §,333.33 _ 

Grant by Carnegie Corporation 8,00u.00 

Transfer from Committee on Research fund —- 2,000.00 
Transfer from Proposed Permanent 

Secretariat fund 5. — — 


$1,001.36 $5,333.33 $10,000.00 
Funds a... F to November 30, 1951 .... 146.20 3,129.21 2,828.50 


Balance November 30, 1951 $ 855.16 $2,204.12 $ 7,171.50 


Data relating to Committee Funds Appropriated (not expended) are pre- 
sented above. 

We wish to take this opportunity to express our appreciation of the 
courtesies and co-operation extended to our representatives during the course 
of the examination. 

Very truly yours, 
Davip HIiMMELBLAU & Co. 
Certified Public Accountants 


Committee on 

Membership Graduate 

Extension 7 in 
3 

| 


“61 

SIMDIUNOIIP payijseD 

‘OD GIAVG 
24} ul au se 49430 puke JO $3893 YONS 

IMONDIIOSSP IMOUOIT 
NOINIAQ 


61°606'Z11$ pue spuny 606'Z1I$ [IO] 


-ON Papua 10} BUIOIUI JON 
Jajsuel} dryssaquiaul (7809 78) SINAWISAANT 
—snidins payeudoiddeuy 
aoueinsul 
sdiyssaquisul sodojaaua pue sdureys yo 
-x9 SONOJ daLLINWOD 
00°86 
NOLLWOITAgG NO wOd tV'LSL . sanp dryssequiayy 
ALVAGVa) NO ZALLINWOD 40d GND $8°£6Z spuog UO 
07°609'T $ matary 
9l'sss GNO J NOISNILXY 
66'0£0°9 giqgeded ‘Auedwoy pue yueg 3781S 
—puey uo pur uo 


T :SLassy 


snjdang pun sj-ung syassy 
‘O¢ IVIONVNIY 40 INAWALVIS 
NOLLVIDOSSY NVORAKY 
LIGIHXa 


| 
| 


REPORT OF THE AUDITOR 


EXHIBIT 2 


Economic ASSOCIATION 
STATEMENT OF INCOME ‘AND EXPENSES 
ror YEAR Enpep NovemMBer 30, 1951 


Particulars Amount 
INCOME: 
Dues— 
Regular, junior and family members $38,874.25 
Subscribing and contributing members 937.50 $39,811.75 
Investments— 
Interest on bonds $ 1,026.30 
4,607.67 


$ 5,633.97 
156.71 $477.26 


2,787.95 8,265.21 
1,854.27 


$49,931.23 


EXPENSES: 
Administrative and other operating expenses— 


Annual meeting (net) 

Executive committee expenses 

Other committee expenses 
expense 


Insurance 

Provision for depreciation 
Telephone and telegraph 
Dues and 


International Economic Association 

American Council of Learned Societies ......... 
Exchange on checks 
Social security taxes x 
Miscellaneous (net) 330.61 18,438.72 


Publication expenses— ; 

Printing of: 
Directory and Handbook 
Proceedings 

Editor’s honorarium 

Payments to contributors 

Editorial clerical salaries 

Editorial supplies and expense 

Sundry publishing expenses 


Total publishing expenses 
Less—Publication income: 


December 19, 1951 


25,228.88 17,677.11 


36,115.83 


Net OperaTING INCOME $13,815.40 
ADDITIONAL APPROPRIATION FOR SPECIAL COMMITTEES 1,100.00 


Net Income ror YEAR Enpep NoveMBER 30, 1951 (Exhilbit 1) ................ $12 2,7 15.40 


‘ 
743 
Gain on sale of securities (net) 
Secrotary’s salary 250000 
Stationery and supplies ......................... 866.73 
Subscriptions, other than members . . $15,553.39 
Advertising ...................... 742434 


REPORT OF THE MANAGING EDITOR FOR THE 
YEAR ENDING DECEMBER, 1951 


At the outset of this eleventh and final report of my stewardship as Man- 
aging Editor, I wish to express to the members of the Executive Committee, 
past and present, my thanks for their counsel and for the sense which they 
have given me of their confidence and support. I wish to testify also to the 
peculiar conscientiousness and competence with which the members of the 
Board of Editors have performed their services. It has been a point of partic- 
ular satisfaction, and an element inseparable from the quality of the Review, 
that the most gifted younger economists have been willing to serve on this 
Board. To them should be directed a large share of the appreciative and 
encouraging words which have come my way. Such words, it may be said in 
passing, always arouse in me a sense of surprise, since in the editorial chair 
one is mainly conscious of shortcomings, of product short of aspiration and 
plans short of fulfillment. 

Finally, I must express my great satisfaction that the Executive Committee 
has placed the succession in the highly competent hands of Professor Haley. 
To him I can report that the pleasant and rewarding features of the editor- 
ship far outweigh what our forefathers called the “trials and tribulations.” 
The sense of constructive contribution to one’s profession and the breadth 
and warmth of the personal relations which can spring up, even under the 
circumstance of having to pass out disappointments and to render severe 
critical judgments, are among the rewards. Even the unending routine has its 
own fascination. The piles of manuscript, the ranks of books are always 
beckoning to tasks that are never finished and never adequately performed. 
It is only by an act of will, or by some principle of economizing effort, that 
one ever succeeds in reserving the time for one’s other and major preoccupa- 
tions. Without the least sense of wasted effort, one could permit the editor- 
ship to expand almost into a full-time job. 

There are, it is true, hazards in the sphere of human relations, arising 
especially out of the outraged feelings of the authors of books reviewed and 
the severe curbs I have felt it necessary to place upon assigning space to 
their rebuttals. And there are pits into which the editorial judgment may fall. 
But in retrospect I am amazed at how little trouble has arisen from these 
sources. I count it some sort of triumph, more of the human spirit than of 
my performance, that I have been denounced only twice to this Committee 
and can count serious controversies on the fingers of one hand. 

Of the year immediately past, there is little to say that has not been said 
in earlier reports. The flow of manuscript has been somewhat larger than in 
the past and has perhaps been of a somewhat higher average quality, evidence 
probably of full recovery from the interruption of war. During the year 222 
manuscripts were received as compared with 197 in 1950. Apart from 65 brief 
communications, there were 157 manuscripts received for consideration as 
articles, of which 29, or 19 per cent, were published, the same number and 
perceniage as in 1950. 
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A statistical summary of the contents of the Review in 1951 with corre- 
sponding figures for 1950 is presented below, omitting the advertising pages. 


1950 


69 
258 


i 64 

Clasified list of periodical articles 37 
Classified list of dissertations ‘ 40 
26 


1,016 


For the year, the total number of pages was 27 more than in 1950 and 43 
pages more than the estimated 1,000 upon which publication estimates were 
based, including 26 pages taken over from the Proceedings. Articles, com- 
munications, and book reviews were contributed by 185 persons as compared 
with 166 in 1950. 

Expenditures in 1951 amounted to $31,228 or $978 in excess of the author- 
ized budget. Printing costs exceeded the estimate by $705. A new printing 
contract which went into effect in December increased the cost by an esti- 
mated $790. Without this increase, printing costs would have been within 
the budget in spite of the extra cost of about $440 for printing a section of 
the Proceedings. During the year printings for all issues were at the level of 
10,400 or 200 more than used in the budget estimate. The extra cost of $200 
was approximately offset by savings on paper of a lighter weight. 

The remainder of the expenditures, other than printing costs, were almost 
exactly in balance with the budget after allowing for the increase authorized 
for editorial assistance not included in the budget. 

The following table presents the actual expenditures in 1951 in comparison 
with the estimated budget and with actual expenditures in 1950. 


Actual Actual 
1951 1950 


$21,205.06* $20,487.33T 


1, 573.35 


$30,250.00 


* Cost of December number estimated. 
+ Corrected from 1950 Annual Report. 


The number of copies, size and cost of printing are shown by quarters in 
the following table. 


1951 || 
No. Pages No. Pages 
1,043 | 
1951 
Printing and mailing ..................$20,500.00 Pe > 
Editorial assistance .................... 5,000.00 5,305.66 5,071.63 
$31,228.00 $30,234.68 
| 
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Pages Cost Including 
Reprints 
> 5,357.31 
4,972.22 
5,435.53 
5,440.00 (estimated) 


$21,205.06 


This is the first year in which the number of issues printed has been stable, 
after a long period of increase in which the number increased from 6,000 in 
1944 to 10,400 in 1951. 

The estimated costs for the coming year are presented below based on a 
volume of 1,000 pages and printing of 10,400 copies. The printing cost of 
$23,000 is based upon the somewhat uncertain effect of the new contract 
which appears likely to increase the cost by about 16 per cent. 


Recommended Budget for 1952 
Printing (paper, postage, reprints, etc.) 
Editor’s salary 
Editorial assistance 
Contributors 


These figures do not allow for adjustments in editorial compensation which 
I am presenting separately. 

It will be necessary to appoint successors on the Board of Editors for R. A. 
Musgrave and W. H. Nicholls whose terms expire this year. 

I wish to thank the University of California at Los Angeles for providing 
office space and numberless other courtesies and services. 

Respectfully submitted, 
Pau T. Homan, Managing Editor 


746 
Copies 
Printed Net 
286 
September .............. 10,400 280 
December ............... 10,400 215 
1,043 
$ 33,000 


COMMITTEE ON RESEARCH 


The Committee on Research received a report of progress on A Survey of 
Contemporary Economics, Volume II, from Editor Bernard F. Haley. The 
manuscript is almost complete. It should be turned over to the publishers in 
the near future. Jaffe’s translation of Walras is also nearing completion. It is 
expected to be the first of the economic classics in translation to be sponsored 
by the Committee and the Association. It was reported that Paul E. Hanchett 
is preparing a translation of Pareto’s Manuale de Economia Politica which 
will be published by the University of Chicago Press. This translation was 
not sponsored by the Research Committee which had not been successful in 
“finding a translator or in raising funds to defray such costs. Hanchett had, 
however, indicated to the Committee that he would welcome some plan of 
co-ordination of his effort with the work and plans of the Committee. The 
Chairman of the Committee was instructed to explore the matter with the 
University of Chicago Press. 

The desirability of developing plans for a revision of the Encyclopaedia of 
the Social Sciences through the auspices of the S.S.R.C. was discussed. The 
Chairman was instructed to indicate to Mr. Pendleton Herring that the Com- 


mittee was of the opinion that the S.S.R.C. might well explore the possibility 
and cost of such a revision, including the publication of a supplementary 
volume or volumes as an alternative to a more complete revision of the 
Encyclopaedia. The usefulness of the Encyclopaedia of the Social Sciences, 
especially to students, was specifically mentioned. 
Respectfully submitted, 
Smeon E. LELanp, Chairman 
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STUDY OF GRADUATE TRAINING IN ECONOMICS 


In 1950, the Executive Committee of the Association appointed an ad hoc 
committee to consider the desirability and feasibility of a study on graduate 
education in economics. The ad hoc committee recommended that such a 
study be undertaken. A proposal was then submitted to the Rockefeller 
Foundation and a grant of $16,000 was approved. 

The study is being carried out by the undersigned with the assistance of an 
advisory committee consisting of G. L. Bach, Milton Friedman, I. L. Sharf- 
man, and J. J. Spengler. A report is to be submitted some time during the 
year 1952-53. 

The purposes of the study are to survey and evaluate existing practices in 
the training of economists, to derive suggestions from many sources for im- 
provement of graduate education in economics, and to investigate the role of 
economists in American life. The study will involve the collection of data 
and opinions from members of graduate faculties in economics, employers of 
economists, present and former graduate students, deans of graduate schools, 
and others. Both mail questionnaires and interviews will be employed. Refer- 
ence will be made to the considerable literature on graduate education de- 
veloped by various professional associations and by specialists in higher 
education. 

The report of the study, when it reaches preliminary form, will be sub- 
mitted for criticism to the members of the advisory committee and to many 
other interested persons, and will be revised in light of suggestions offered. 
However, the contents of the report will be the responsibility of the author 
rather than of the Association. The latter, as sponsor of the project, will re- 
ceive the report, and if it is found worthy of publication, publish it. But the 
Association will not expect to adopt the report as an official declaration on 
graduate education in economics. 

Howarp R. Bowen, Chairman 


REPORT OF OUR REPRESENTATIVES ON THE SOCIAL SCIENCE 
RESEARCH COUNCIL 


At its annual meeting in September, the Council devoted one of its princi- 
pal sessions to a discussion, under George W. Stocking’s chairmanship, of 
areas of economic research in which Council initiative might be concentrated. 
The principal participants were Joseph J. Spengler, who discussed the present 
state of research leadership in economics, Simon Kuznets who outlined op- 
portunities for the study of economic growth, Theodore W. Schultz who 
presented possibilities for Council activities in agricultural economics, and 
Richard A. Lester who examined problems in integrating the contributions 
of the several social science discipline’ concerned with economic behavior. 
The views expressed at this session have already resulted in renewed efforts 
to identify feasible leads for stimulating a reconsideration of research in 
certain phases of agricultural economics, in a recanvass of possible attempts 
to plan research on problems of economic behavior, and a decision to con- 
tinue with the Council’s interest in encouraging research on economic behavior. 

The Council’s Committee on Economic Growth has continued its efforts to 
determine the feasibility of improving and expanding research on long-term 
changes in the magnitude and structure of nations or other major economic 
regions. Its four meetings during the year were concerned with arrangements 
for the conference on the quantitative description of technological change 
and with plans for a conference on economic growth in underdeveloped coun- 
tries to be held in April, 1952. Consideration was also given to research on 
international labor force comparisons, to suggestions for fostering regional 
studies in the United States, and to several special efforts to promote studies 
of economic growth. Preliminary plas were made for a critical review of 
the literature on the industrialization of underdeveloped countries and for a 
memorandum on the role of the state in economic growth. 

The conference on the quantitative description of technological change, 
planned and sponsored jointly with the former Committee on Social Implica- 
tions of Atomic Energy and Teééhnological Change, was held at Princeton 
in April. It brought together approximately sixty persons for intensive dis- 
cussion of research relating to the measurement or orderly description of the 
initiation and application of changes i in technology. 

The conference to be held in 1962 is focused primarily upon the problems 
in and obstacles to economic growth in Brazil, India, and Japan. It is hoped 
that by treating three quite different countries the feasibility of a compara- 
tive approach can be tested. Plans for this conference have been developed by 
three subcommittees: on Brazil—Charles Wagley, of Columbia University 
(Chairman), Preston James, of Syracuse University, and Robert S. Smith, 
of Duke University; on India—Morris E. Opler, of Cornell University 
(chairman), Kingsley Davis, of Columbia University, and Daniel Thorner, of 
the University of Pennsylvania; on Japan—William W. Lockwood, of Prince- 
ton University (chairman), Edwin O. Reischauer, of Harvard University, 
Irene B. Taeuber, of the Office of Population Research, and Robert E. Ward, 
of the University of Michigan. 


| 
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The Committee on Labor Market Research is engaged in stimulating em- 
pirical and interdisciplinary research in the labor field and in drawing to- 
gether those research workers concerned with improving the quality of labor 
research. These objectives are carried forward partly through the participation 
of committee members in a variety of organizations and groups and partly 
through conferences held on various university campuses. A conference spon- 
sored jointly with the University of Minnesota in June dealt with the design 
of research pertaining to industrial relations problems and particularly with 
studies of leadership and of conflict and co-operation. The committee is also 
giving intensive attention to a prospective series of critical evaluations of 
research in its field, beginning with a contemplated appraisal of research on 
labor mobility and an exploration of research on reactions to change. 

Early in 1951 work was initiated on a study of occupational mobility in 
six cities based upon data collected by the Bureau of the Census. Analyses 
of these data are being made by seven co-operating university research groups 
whose work is being co-ordinated for the committee by Gladys L. Palmer. The 
project, which was undertaken by contract with the Bureau of the Census 
and the Department of the Air Force, is to be completed at the end of Febru- 
ary, 1952. 

The Committee on Census Monographs, appointed in the previous year 
to encourage the preparation of a series of monographs analyzing the data 
of the 1950 census, submitted to the Bureau a list of twenty-one proposed 
topics together with supporting memoranda discussing the suggested contents 
of the monographs. The committee has been reconstituted and enlarged to 
serve in an advisory capacity to the Bureau of the Census in the completion 
of the monograph program. An account of the other committees of the Council 
active during 1951 will be found in its annual report for the year 1950-51. 

Fellowship appointments made during the year included six appointments 
of economists by the Committee on Social Science Personnel, five by the 
Committee on Area Research Training Fellowships, and one by the Committee 
on Faculty Research Fellowships. The Committee on Grants-in-Aid awarded 
four grants to economists. A new directory giving biographical data relating 
to the 1,028 persons who held Council fellowships from 1925 to 1951, in- 
cluding 338 currently engaged in research or teaching in economics, was pre- 
pared for publication early in 1952. Major Council publications during 1951 
included Elbridge Sibley’s Support for Independent Scholarship and Research, 
Social Behavior and Personality: Contributions of W. 1. Thomas to Theory 
and Social Research, edited by Edmund H. Volkart, and Wendell C. Bennett’s 
Area Studies in American Universities, as well as the Cowles Commission’s 
study, under the direction of Sam H. Schurr and Jacob Marschak, Economic 
Aspects of Atomic Power which was issued by the Princeton University Press 
but which had been initiated by the former Committee on Social Aspects of 
Atomic Energy. 

Respectfully submitted, 
Grorce W. STOCKING 
Harotp A. INNIS 
THEODORE W. SCHULTZ 
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REPORT OF OUR REPRESENTATIVE ON THE BOARD OF 
DIRECTORS OF THE NATIONAL BUREAU 
OF ECONOMIC RESEARCH 


In 1951 eleven reports were published by the National Bureau. Six more 
were completed and sent to press. At least ten others came to an advanced 
stage, and as many more were well under way. Nine new studies were begun 
during the year. The titles and authors of reports published during the year 
are: 

The Transportation Industries, 1889-1946: A Study of Output, Employ- 

ment, and Productivity, by Harold Barger 

Deterioration in the Quality of Foreign Bonds Issued in the United States, 

1920-1930, by Ilse Mintz 

Studies in Income and Wealth, Volume Thirteen, by Conference on Re- 

search in Income and Wealth 
What Happens during Business Cycles: A Progress Report, by Wesley C. 
Mitchell 

The Nature and Tax Treatment of Capital Gains and Losses, by Lawrence 
H. Seltzer with the assistance of Selma F. Goldsmith and M. Slade 
Kendrick 

Urban Real Estate Markets: Characteristics and Financing, by Ernest M. 
Fisher 

Conference on Business Cycles, by Special Conference on Research in Busi- 

ness Cycles 

Corporate Income Retention, 1915-43, by Sergei Dobrovolsky 

Studies in Income and Wealth, Volume Fourteen, by Conference on Re- 

search in Income and Wealth 

Factors Affecting the Demand for Consumer Instalment Sales Credit, by 

Avram Kisselgoff 
History and Policies of the Home Owners’ Lean Corporation, by C. Lowell 
Harriss 


The following reports were in press at the end of the year: 

Commercial Bank Activities in Urban Mortgage Financing, by Carl F. 
Behrens, describes the scope and legal framework of mortgage lending 
by commercial banks; analyzes the lending costs, operations, and ex- 
perience of commercial banks with urban mortgage loans. 

A Study of Moneyflows in the United States, by Morris A. Copeland, de- 
velops basic measurements of moneyflows in the American economy 
and relates these flows to what we know about cash balances, govern- 
ment debt, consumer and farm credit, bank and insurance company port- 
folios, and the financial sources and uses of funds of industrial corpora- 
tions. 

Shares of Upper Income Groups in Income and Savings, by Simon Kuznets, 
gives the full results of the study of changes in the distribution of in- 
come by size, 1919-48, and their probable impact on the volume and 
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source of savings. Some of the results in this study were summarized in 
Occasional Paper 35 issued in September, 1950. 

Conference on Research in Business Finance contains ten papers presented 
at the Universities-National Bureau Conference on Research in Business 
Finance, June, 1950, together with comments on the papers by partici- 
pants in the Conference. 

Wesley Clair Mitchell: Economic Scientist, edited by A. F. Burns, is a 
memorial volume of fourteen essays by different authors, devoted to the 
life and work of Wesley C. Mitchell. It contains also a list of Mitchell’s 
publications. 

The Labor Force in War and Transition: Four Countries (Occasional Paper 
36), by Clarence D. Long, traces the changes in size and composition of 
the labor force in the United States, Great Britain, Canada, and Germany 
during World War II and up to 1950. For the United States the first 
year after the Korean outbreak is also covered. The report treats possi- 
bilities for expansion in the labor force in the event of all-out mobili- 
zation in the United States, 


Reports in an advanced stage at the end of the year were in the fields of 
business cycles, income and flow of money, trend of government activity, 
prices, urban real estate finance, business finance, and public finance. 


A brief description of new studies begun during the year follows: 

Moses Abramovitz began an investigation of governmental economic ac- 
tivity. This will extend Solomon Fabricant’s research on governmental employ- 
ment in the United States and develop similar data for the leading countries of 
Western Europe since 1900. 

A study of governmental lending was started under the general direction 
of R. J. Saulnier. It will cover all forms of governmental lending, loan 
guarantees, and loan insurance. 

Another set of new studies concerns governmental expenditures and re- 
sources. Morris Copeland began a historical analysis of federal, state, and 
local capital formation and financing, in connection with the capital require- 
ments project. John M. Firestone launched a study treating the cyclical be- 
havior of federal revenues, based on monthly data compiled back to the 
1880’s, Marshall Robinson, a research associate, started a study dealing with 
public debt management. 

Ilse Mintz is beginning a study of the role of fluctuations in foreign trade 
in the business cycles of the United States and other countries, and Bert 
Hickman, a research associate, is undertaking a comparative study of business 
cycles in war and peace. 

To supplement the earlier work by Simon Kuznets in the distribution of 
income by size, Thomas R. Atkinson has begun an exploratory investigation 
of the size distribution of income by occupation and other factors. 

Gideon Rosenbluth, a research associate, has launched an investigation 
dealing with industrial concentration and its determinants. 

The Universities-National Bureau Committee for Economic Research now 
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includes representatives of twenty-eight universities offering graduate work 
in economics and emphasizing economic research: Buffalo, California, Chicago, 
Columbia, Cornell, Duke, Harvard, Illinois, Iowa State College, Johns Hop- 
kins, Massachusetts Institute of Technology, McGill, Michigan, Minnesota, 
New School for Social Research, New York, North Carolina, Northwestern, 
Pennsylvania, Princeton, Queen’s, Stanford, Texas, Toronto, Vanderbilt, Vir- 
ginia, Wisconsin, Yale. 

The third special conference, under the auspices of this Committee, was held 
in November, 1951, on the topic, “Regularization of Business Investment.” 
The fourth special conference, treating “Business Concentration and Price 
Policy,” will be held in June, 1952. 

Members of the Association may make suggestions relative to the work of 
the National Bureau either directly or through the undersigned who is a 
member of the Board of the Bureau by appointment of the Association. 

Respectfully submitted, 
DoNnaALp H. WALLACE 
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PUBLICATIONS 


OF THE 


AMERICAN ECONOMIC ASSOCIATION 


FIRST SERIES 


Numbers starred are sold only with the sets; the supply of those double starred is ex- 
hausted. For information apply to the Secretary. 
Volume I, 1886 


Price in paper 
. Report of Organization of the American Economic Association. Pp. 46 $ .5O 
-3, Relation of the Modern Municipality to the Gas Supply. By E. J. James. 


1 
2 
Pp. 66 
4. Co-operation i in a Western City. By Albert Shaw. Pp. 106 
5. ** Co-operation in New ee By E. W. Bemis. Pp. 136. 
6. ** Relation of the State to Industrial Action. By H. C. Adams. Pp. 85. 


Volume II, 1887 


Three Phases of Co-operation in the West. By Amos G. Warner. Pp. 119. 
— Sketch of the Finance of Pennsylvania. By T. K. Worthington. Pp. 


The Railway Question. By Edmund J. James. Pp 
. ** Early History of the English Woolen net By W. J. atey. Pp. 85. 
** Medieval Guilds of England. By E. R. A. Seligman. Pp. 113 
—- 3 Municipalities to Quasi-public Works. By H. C. Adams and 
ot 


Volume III, 1888 
Statistics in College, by C. D. Wright; Sociology and Political Economy, by F. H. 
_ Giddings; The q 


ley, by W. Bemis; Report of the Second Mecting Pp 86. 
4-5. ** Statistics and Economics. By Richmond ae ee Pp. 127. 
6. The Stability of Prices. By Simon N. Patten. Pp. 64 


Volume IV, 1889 
Contributions to the Wages Question: The Theory of Wages, by Stuart Wood; 
_ Possibility ofa sid Law of by B. Clark, Pp. 69. 
or a Pp. 83. 
Third Annual Meeting: Report of the te. By JW. Pp. 1 
**Malthus and Ricardo, by S. N. Patten; of ty R. 
Dewey; Analysis in Political Economy, by W. V W. Folwell. Pp. 69. 
An Honest Dollar. By E. Benjamin Andrews. Pp. 
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Volume V, 1890 
1. The Industrial Transition pa One: 
2. Two Le on Child-Labor. By W. F., iby and Clare de Graffenried. 
. 150. 
3-4. Papers on the Canal Question. By E. J. James and L. M. Haupt. Pp. 85. 
5. History of the New York Property Tax. By J. C. Schwab. Pp. 108. 
6. Educational Value of Political Economy. By S. N. Patten. Pp. 36. 


Volume VI, 1891 
1-2. Fourth Annual Meeting: Reports, Papers, Discussions, 
3. Government Forestry. Papers by Pinchot, Bowers, and Fernow. Pp. 102. 
4-5. Municipal Ownership of Gas in the U.S. By E. W. Bemis. Pp. 185. 
6. State Railroad Commissions. By F. C. Clark. Pp 110. 


Volume VII, 1892 


1. ** The Silver Situation in the United States. By 4 W. Taussig. Pp. 118. 
2-3. ** Shifting and Incidence of Taxation. By E. R. A. Seligman. Pp. 424. (Re- 


vised.) 
4-5. Sinking Funds. By Edward A. Ross. Pp. 106 
6. The Reciprocity Treaty with Canada of 1854. By F. E. Haynes. Pp. 70. 


Volume VIII, 1893 
. Fifth Annual Meeting: Report of the Proceedings. Pp. 130. 
2-3. Housing of the Poor in American Cities. By M. T. Reynolds. Pp. 132. 
+5. Public Assistance of the Poor in France. ay EG: Ral 
6. 


Volume IX, 1894 
Sixth Annual Meeting: Handbook and Report. Pp. 73. 

1-2. ** Progressive Taxation in Theory and Practice. By Edwin R. A. Seligman. 
Pp. 222. (See 1908, No. 4) 

3. **The Theory of y C. H, Coste. Pp. 148. 

4. Sir William Petty. By n Lio Sporn. 

S-6. Papers on Labor Problems. By J. B. ya, C. D Wright, D. R. Dewey, A. T. 
Hadley, and J. G. Brooks. 


Volume X, 1895 
: Handbook and Report. Pp. 1 
; System, 1817-1890. By R. M Breckenridge. Pp. 478. 
4. Poor Laws of che me A and New York. By John Cummings. Pp. 136. 
5-6. Letters of Ricardo to McCulloch, 1816-1823. Edited by J. H. Hollander. Pp. 
204. (In cloth, only.) 1 

Volume XI, 1896 

1-3. ** ny! ae and Tendencies of the American Negro. By F. L. Hoffman. 


4. Bs Fn ‘and Interest. By Irving Fisher. Pp. 110. 
ndex to Volumes I-XI (1886-1896). 


ECONOMIC STUDIES 
($2.50 per volume) 
Volume I, 1896 


Eighth Annual Meeting: Handbook and Report. Pp. 78. 

The Theory of Economic Progress, by J. B. Clark; to my ‘Cogn 
the Volume of the Currency to 

The 


3. ** The Populist 
4. By W. Lexis; 


Pp. 72 
5-6. The Street Railway Problem in Cleveland. By W. R. Hopkins. Pp. 94. 
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By 


Census’ By W. F. Will- 
Discussi 


sus. By W. F. Willcox. Pp. 79. 


Volume III, 1898 
eeting: Handbook and Report. Pp. 136. 
Aspects of Railroad Receiverships. ~¢ Swain. Pp. 118. 


People in Yonkers. By E. L. Bogart. Pp. 82. 
of in By Horace Michelie; 


Volume IV, 1899 


Meeting: Handboo! 126. 
Mp Report on Currency Reform. 


NEW SERIES 


1. ** The Cotton Industry. By M. B. Hammond. Pp. 382. 
2. Scope and Method of the Twelfth Census. Critical discussion by over twenty sta- 
tistical experts. Pp. 625. 2.00 


THIRD SERIES 


Note—During 1896-1899 the Association issued its publications in two series, viz., the 
bimonthly Economic Studies, and the “New Series” of larger monographs printed at irregu- 
“Third Series” of the publications at quarterly ‘s 

Price per volume, $4.00. 


Volume I, 1900 
ees a oad Problems; Public Finance; Consumers’ League; Twelfth 
186, 
: ¢* The End of Villeinage in England. By T. W. Page. Pp. 99. 
. Essays in Colonial Finance. By Members of the Association. Pp. 3 
** Currency and Banking in the Province of Massachusetts Bay. ony A. McF. 
Davis. Part I: Currency. Pp. 464 + 91 photogravure plates. 


Volume 1901 


. ** Thirteenth Annual Meeting: Papers on Competition; Commercial Educatio’ 
Economic ews Taxation of Quasi-public Corporations ; Municipal “4 


counts. Pp. 300. 
. Currency and Banking. By A. McF. Davis. Part II: Banking. Pp. 341 + 18 


photogravure 
‘ ** Theory of Value before Adam Smith. By Hannah R. Sewall. Pp. 132. 
Administration of City Finances in the US. By F. R. Clow. Pp. 144 
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Volume II, 1897 
Ninth Annual Meeting: Handbook 2. $ .50 
1. Economics and 48. 50 
2. 50 
3. 50 
4. A 
50 
A 
etc. By William Douglass. Edited by C. J. Bullock. Pp. 228. 50 
6. Density and Distribution of Population in the United States at the Eleventh Cen- - 
50 
1. 50 , 
2. 50 
3. 50 
4. The American F 50 
5. Housing of the Wo: -50 
6. The State Purchase translated 
by John C 50 
50 
1. 
50 
2. .50 
3. 50 
4-5. The English Income Tax. By J. A. Hill. Pp. 162. 1.00 
6. ** Effects of Recent Changes in Monetary Standards upon the Distribution of 
Wealth. By F. S. Kinder. Pp. 91. 50 
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Volume ITI, 1902 
Fourteenth Annual Meeting: Papers on International Trade; Industrial Policy; 
Public Finance; Protective Tariff; Negro Problem; Arbitration of Labor 
———— in Coal Mining Industry ; Porte Rican Finance; Economic His- 


ry. Pp. 400. 
+s The ‘Rags in Africa and America. By Joseph A. Tillinghast. Pp. 240. 
Taxation in New Hampshire. By M. H. Robinson. Pp. 232. 
** Rent in Modern Economic Theory. By Alvin S. Johnson. Pp. 136. 


Volume IV, 1903 

Fifteenth Annual Meeting: Papers and Discussions on Economic and Social Prog- 
ress; Trade Unions and the Open Shop; Railway Regulation; Theory of 
Wages; Theory of Rent; Oriental Currency Problem. Pp. 298. 

Ethnic Factors in the Population of Boston. By F. A. Bushee. Pp. 171. 

History of Contract Labor in the Hawaiian Islands. By Catharine Coman. Pp. 74. 

** The Income Tax in the Commonwealth of the United States. By Delos O. 
Kinsman. Pp. 134. 

Volume V, 1904 

Sixteenth Annual Meeting. Papers and Proceedings published in two parts. 

Part I—Papers and Discussions on Southern Agricultural and Industrial Prob- 
may bg Aspects of Economic Law; Relations between Rent and Inter- 
est. Pp. 240. 

Part I1I—Papers and Discussion on The Management of the Surplus Reserve; 
Theory of Loan Credit in Relation to Corporation Economics; State Taxa- 
tion of Interstate Commerce; Trusts; Theory of Social Causation. Pp. 203. 

ae Combinations in the German Coal Industry. By Francis Walker. 

p. 340. 

** The Influence of Farm Machinery on Production and Labor. By Hadley Win- 

field Quaintance. Pp. 110. 


Volume VI, 1905 

Seventeenth Annual Meeting. Papers and Proceedings published in two parts. 

Part I—Papers and Discussions on the Doctrine of Free Trade; Theory of Prices; 
Theory of Money; Open Shop or Closed Shop. Pp. 226. 

Part II—Papers and Discussions on Government Interference with Industrial 
Combinations; Regulation of Railway Rates; Taxation of Railways; Prefer- 
ential Tariffs and Reciprocity; Inclosure Movement; Economic History of 
the United States. Pp. 270. 

** The History and Theory of Shipping Subsidies. By R. Meeker. Pp. 230. 

Factory Legislation in the State of New York. By. F. R. Fairchild. Pp. 218. 


Volume VII, 1906 

Eighteenth Annual Meeting: Papers and Discussions on The Love of Wealth and 
the Public Service; Theory of Distribution; Governmental Regulation of 
Railway Rates; Municipal Ownership; Labor Disputes; The Economic 
Future of the Negro. Pp. 325. 

Railroad Rate Control. By H. S. Smalley. Pp. 147. 

On ae and the Scientific Value of Statistical Data. By E. G. F. 

0 
Handbook of the Association, 1906. Pp. 48. 
The Taxation of the Gross Receipts of Railways in Wisconsin. By G. E. Snider. 


Pp. 138. 
Volume VIII, 1907 


Nineteenth Annual Meeting: Papers and Discussions on Modern Standards of 
Business Honor; Wages as Determined by Arbitration; Commercial Edu- 
cation; Money and Banking; Western Civilization and Birth Rate; Eco- 
nomic History; Government Regulation of Insurance; Trusts and Tariff; 
Child Labor. Pp. 268. 

Historical Sketch of the Finances and Financial Policy of Massachusetts from 
1780 to 1905. By C. J. Bullock. 3" 144. 

Handbook of the Association, 1907. Pp 

The Labor Legislation of othe hy By Alba M. Edwards. Pp. 322. 

The Growth of Large Fortunes. By G. P. Watkins. Pp. 170, 
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Volume IX, 1908 


Handbook of the Association, 1908. Pp. 49. 

Twentieth Annual Meeting: Papers and Discussions on Principles of Government 
Control of Business; Are Savings Income; Agricultural Economics; Money 
and Banking; Agreements in Political Economy; Labor Legislation; Rela- 
tion of the Federal Treasury to the Money Market; Public Service Commis- 
sions. Pp. 311. 

Chicago Traction. By R. E. Heilman. Pp. 1 

Factory Legislation of Rhode Island. By J. x Towles. Pp. 119. 

** Progressive Taxation in Theory and Practice. Revised Edition. By E. R. A. 


Seligman. Pp. 334. 
Volume X, 1909 


Twenty-first Annual Meeting: Papers and Discussions on The Making of Eco- 
nomic Literature; Collective Bargaining; Round Table on Accounting; 
Labor Legislation; Employers’ Liability; Canadian Industrial-Disputes Acct; 
Modern Industry and Family Life; Agricultural Economics; Transportation ; 
Revision of the Tariff; A Central Bank; The National Monetary Commis- 
sion; Capitalization of Public Service Corporations in Massachusetts. Pp. 
432. 


Handbook of the Association, 1909. Pp. 5 
** The Printers. By George E. Barnett. Pp ‘379. 
Life Insurance Reform in New York. By W. H. Price. Pp. 95. 


Volume XI, 1910 
Twenty-second Annual Meeting: Papers and Discussions on History of the Asso- 
ciation; Observation in Economics; Economic Dynamics; Theory of Wages; 
Country Life; Valuation of Public Service Corporations; Trusts; Taxation. 


Pp. 386. 
** Handbook of the Association, 1910. Pp. 79. 
The Child Labor Policy of New Jersey. By A. S. Field. Pp. 229. 
The American Silk Industry and the Tariff. By F. R. Mason. Pp. 178. 


THE ECONOMIC BULLETIN 


Published quarterly in 1908, 1909, and 1910, and containing personal notes, news of 
the economic world, announcements of special lines of investigation, and a classified and 
annotated bibliography of the current books and articles on economic subjects. 

Volume I, 1908, Four numbers. $2.00; each .60 
Volume II, 1909. Four numbers. $2.00; each .60 
Volume III, 1910. Four numbers. $2.00; each .60 


FOURTH SERIES 


Volume I, 1911 


The American Economic Review, **March, June, September, and December; each, 
Twenty-third Annual Meeting: 
Papers and Discussions on the Significance of a Comprehensive System of 
Education; Money and Prices; The Ricardo Centenary; Accounting; Canals 
and Railways; Population and Immigration; Labpr Legislation ; ‘axation; 
A Definition of Socialism; Competition in the Fur Trade. Pp. 388. 
o*Handbook of the Association, 1911. 


Volume II, 1912 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Twenty-fourth Annual Meeting : 
Papers and Proceedings. The Economic Utilization of History; Tariff Legis- 
lation; The Federal Budget; Rural Conditions; Selection of Population by 
Migration ; The Price Concept; An International Commission on the Cost 
of Living; Industrial Efficiency. Pp. 146. 


Volume ITI, 1913 


The American Economic Review, March, June, ** September, and ** December; each, 
Supplement.—Twenty-fifth Annual Meeting: 
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Papers and Proceedings. Population or Prosperity ; The Rising Cost of Liv- 

ing—Standardizing the Dollar; Banking Reform; Theories of Distribution; 

Farm Management ; Governmental Price Regulation. Pp. 155. 
Supplement.—Handbook of ‘the Association, 1913. 


Volume IV, 1914 
The American Economic Review, March, June, September, and December; each, 
—Twenty-sixth Annual Meeting: 
pers and Proceedings. The Governmental Control of Economic 
Likes The Control of Public Utilities; Rate Making; Syndicalism; 
Trust Decisions and Business. Pp. 211. 
Supplement.—Handbook of the Association, 1914. 


Volume V, 1915 

The American Economic Review, March, June, September, and ** December; each, 
Supplement.—Twenty-seventh Annual 
Papers and Economics and the Law; Regulation of the Stock 
ibution; Statistical Work of the United States 
Government ; Relation of Education to Industrial Efficiency; The Effect of 
Income and Inheritance Taxes on the Distribution of Wealth; Public Regu- 

lation of Wages, Pp. 323. 


Volume VI, 1916 
The American Economic Review, ** March, ** June, September, and ** 7s 


** Supplement.—Twenty-eighth Annual Meeting: 
and The of Representatives; Effect of 
Making and the Increased Cost of 
‘ar; Economic Theorizing and Scientific 
Progress; The Role of Money in Economic Theory; Price Maintenance; 
Investment of Foreign Capital. Pp. 248. 
Supplement—Handbook of the Association, 1916. 


Volume VII, 1917 


The American Economic Review, March, June, September, and December; each, 
Annual Meeting: 
apers and Proceedings. The National Point of View in Economics; Landed 
| art Two Dimensions of Economic Productivity; Some Social Surveys 
in lowa; The Land Problem and Rural Welfare; The Federal Farm Loan 
Act; Statistics of the Concentration of Wealth; Gold Supply at the Close 
of the War; Loans and Taxes in War Finance; Problems of Population 
after the War; Some Phases of the Minimum Wage. Pp. 275. 
Supplement.—Index to the Publications, 1886-1910. 


Volume VIII, 1918 
The American Economic + Rovio, March, June, September, and ** December; each, 
Supplement.—Thirtieth Annual Meeting : 
Papers and Pri Seuneuie Reconstruction; Federal Taxes upon In- 
come and Excess Profits; Land Utilization and Colonization; Federal Valua- 
tion of Railroads; Co-ordination of Employment Bureaus; 
Acquisition of Wealth; Motives in heeneate Life; Price-Fixing; Problems 
of Governmental Efficiency ; Economic Alliances and Tariff a iio 


Pp. 317. 
Volume IX, 1919 
The American Economic Review, ** March, ** June, September, and aaa “4 


—Thirty-first Annual Meeting: 

Papers and Economists in Public Service; Interest on Invest- 
ment a Manufacturing Cost Factor; Control of Marketing Methods and 
Costs; War and the Rate of Interest; 
missal -War olicies; Foreign Exc e 

Era of Readjustment; Psychology and The Open Door and 
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of Committees on Foreign Trade and Purchasing 
ower 

** Supplement No. 2.—Report of the Committee on War Finance. Pp. 142. 
Supplement No. 3.—Handbook of the Association, 1919. 


Volume X, 1920 
The American Economic Review, ** March, = ** September, and ** December; 
each 


** Supplement.—Thirty-second Annual Meeting : 
Papers and Proceedings. Excess Profits Taxation; Germany’s Reparation 
Payments; International Supervision over Foreign Investments; Results op a 
Balanced Industrial System; Employee’s Siepiientadions in Management of 
Industry; Prices and Reconstruction Banking Policy and Prices; Large- 
Scale = of Committees on Foreign Trade, Co-ordination 
in Taxation, Census Advisory Committee. Pp. 278. 

Supplement No. 2.—Taxation of Excess Profits in Great Britain. Pp. 244. 


Volume XI, 1921 
The American Economic Review, R werd June, September, and December; each, 
—Thirty-third 

Papers and Proceedings. The Railroad Situation; Our Foreign Trade Bal- 
ance; Problems of the. Bituminous Coal Industry ; Traditional Economic 
Theory; Non-Euclidean Economics; Federal Taxation of Profits and In- 
come; Teaching of Elementary Economics. Pp. 194 

Supplement No. 2.—Karelsen Prize Essays, on What Can a Man Afford? Pp. 118. 


Volume XII, 1922 
The American Economic Review, March, June, September, and December; each, 
Supplement.— eee Annual Meeting: 
Papers Proceedings. Business Cycles; American Trade Unionism; The 
Railroads; Workmen’s Compensation; Federation in Central America; 
Teaching ‘of Elementary Economics; The Chain Store Grocer; Economics 
and Ethics. Pp. 194. 
Supplement No. 2.—Handbook of the Association, 1922. 


Volume XIII, 1923 
The American Economic Review, March, ** “f . une, September, and December; each, 
** Supplement.—Thirty-fifth Annual M 
Papers and Proceedings. Trend ot Prices; Trend of Rate of Interest and 
Investment; Outlook for Wages and Employment ; Overhead Costs; Com- 
mercial Rent and Profits; Labor Turnover; Factors in Wage Determina- 
Income of Farmers; Large-Scale Production and Merchandising; 
Marketing Farm Products; "Bureaus of Business Research. Pp. 293. 


Volume XIV, 1924 
The American Economic Review, ** March, ** June, September, and December; each, 
Supplement.—Thirty-sixth Annual Meeting: 
road Conso on; Economic Theory; tion ; 
Trade; Marketing. Pp. 192. 
Supplement No. 2.—Handbook of the Association, 1924. 


Volume XV, 1925 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Thirty-seventh Annual 
Papers and Proceedings. The Sooneniies of Advertising; Problems of Eco- 
nomic Theory; Transportation ; Marketing; Giant Power; The Teaching of 
Business and Economics; Business Administration ; Monetary Stabilization ; 
Foreign Service Training; Highway Economics; Psychological Problems of 


Industry. Pp. 1 
** Supplement No. an Prize Essay, on Forecasting the Price of Hogs. Pp. 22. 


Volume XVI, 1926 


The American Economic Review, March, Jena, September, and December; each, 
Supplement.—Thirty-eighth Annual Meeting 
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Papers and Proceedings. Movement of Real Wages; Teaching of Economics; 
Consuming Power of Labor and Business Fluctuations; Economic Problems 
Involved in the Payment of International Debts; Economics and Geog 
raphy; Agriculture in Our National Policy; Tariff Making; Trade heede- 
tions; Theory of Wages; Reducing the Costs of Marketing; —_ in 
Economic History; Railway Problems; Land Economics; Federal Reserve 
Policies. Pp. 353. 
Supplement No. 2—Handbook of the Association, 1926. 


Volume XVII, 1927 

The American Economic Review, March, June, September, and December; each, 

** Supplement.—Thirty-ninth Annual Meeting: 
Papers and Proceedings. Economics of Prohibition; Economic History; Use 
of the Quantitative Method in the Study of Economic Theory ; Present-Day 
Corporation Problems; American Practices na ged to Foreign Controls 
over Raw Materials; Marketing; Interest Theory and Price Movements; 
Problem of Effective Public Utility Regulation; Immigration Restriction— 
Economic Results and Prospects; Family Budgets; Motor Transportation in 
the United States. Pp. 218. 

eee No. 2.—Report of the Dinner in Honor of Professor John Bates Clark. 

p. 18. 
Volume XVIII, 1928 

The American Economic Review, March, June, September, and December; each, 

Supplement.—Fortieth Annual Meeting: 
Papers and Proceedings. Land Economics; Marketing; Present Status and 
Future Prospects of Quantitative Economics; Post-War Fluctuations of 
Commodity Prices; Relationship between Departments of Economics and 
Collegiate Schools of Business; Economic History; Simplification of the 
Federal Income Tax; Economic Significance of the Increased Efficiency of 
American Industry; An Approach to the Law of Production and Its Rela- 
tion to the Welfare of the Wage-Earner; Meaning of Valuation; Railroad 
Valuation with Special Reference to the O'Fallon Decision; Interest Rates 
as Factors in the Business Cycle; Should the Debt Settlements Be Revised; 
os Examination of the Reasons for Revision of the Debt Settlements. 

p. 3 
Supplement No 2 .—Handbook of the Association, 1928. 


Volume XIX, 1929 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-first Annual Meeting: 
Papers and Proceedings. Market. Shifts, Price Movements, and Employment; 
Some Observations on Unemployment Insurance; Marketing; Land Eco- 
nomics; Law and Economics; Price Stabilization; London and the Trade 
Cycle; Federal Reserve Policy and Brokers’ Loans; Central Planning of Pro- 
duction in Soviet Russia; International Differences in the Labor Move- 
ment; Tariff Making in the United States; Economic History; Locality Dis- 
tribution of Industries; Regulation of Electric Light and Power Utilities; 
An Inductive Study of Publicly Owned and Operated vs. Privately Owned 
but Regulated Public Utilities; Regulation of the Common Carrier; Com- 
mercial Motor Vehicle and the Public. Pp. 284. 


Volume XX, 1930 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-second Annual Meeting: 
Papers and Proceedings. Economic History; Public Works Plan and Unem- 
ployment; Theory of Economic Dynamics as Related to Industrial Instabil- 
ity; Chief Economic Problems of Mexico; Reparations Settlement and the 
International Flow of Capital; Federal Reserve Board—Its Problems and 
Policy; Economic and Social Consequences of Mechanization in Agriculture 
and Industry. Pp. 214. 


Volume XXI, 1931 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-third Annual Meeting: 
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a and Proceedings. Decline of Laissez Faire; Small Loan Business; So- 
cial and Economic Aspects of Chain Stores; Russian Economic Situation; 
Trustification and Economic Theory; Persistence of the Merger Movement ; 
Program of the Federal Farm Board; Social Implications of Restriction of 
Agricultural Output; Land Economics and Real Estate; Institutionalism— 
What It Is and What It Hopes to Become; An Approach to World Eco- 
nomics; International Industrial Relations—-Migration of Enterprise and 
Policies Affecting It; World-Wide Depression of 1930; Present Depression— 
A Tentative Diagnosis; Power and Propaganda; Failure of Electric Light 
and Power Regulation and Some Proposed Remedies. Pp. 302. 
Supplement No. 2,—Handbook of the Association, 1931. 


Volume XXII, 1932 
The American Economic Review, March, June, September, and December; each, 
Supplement.—F orty-fourth Annual Meeting: 
Papers and Proceedings. Private Enterprise in Economic History; Shorter 
and Unemployment; Quantitative Economics; Theory of 
and the Dislocation of Employment; Measurement 
of aT Pedtivke ges and the Displacement of Labor; Stabilization of 
Business and Employment; Principle of Planning and the Institution of 
Laissez Faire; Institutional Economics; Elasticity of Demand as a Useful 
Marketing Concept ; Investments of Life Insurance Companies; Real Estate 
in the Business Cycle; Investments and National Policy of the United States 
in Latin America; Recent Changes in the Character of Bank Liabilities 
and the Problem of Bank Reserves; 4 Failures in the United States; 
Transportation by Rail and Otherwise; Our Changing Transportation Sys- 
tem. Pp. 306. 


Volume XXIII, 1933 
The American Economic enna Baer oe June, September, and December; each, 
—Forty-fifth Annual Meetin 
apers and Proceedings. Rise of ieee in the United States; Record of 
tone in the Depression; Some Theoretical Aspects of Unemployment 


Reserves; The Economics of Unemployment Relief; American Economic 
Thought; Formation of Capital; Measurement and Relation to Economic 
Instability; Size of Business Unit as a Factor in Sewery 4 of Marketing ; 
Reserve Bank Policy and Economic Planning; Federal Reserve Policy in 

World Monetary Chaos; Tariff Reform: The = for Bargaining; Specula- 
tion in Suburban Lands; Real Estate Speculation and the Depression. Pp. 


206. 
Supplement No. 2.—Handbook of the Association, 1933. 


Volume XXIV, 1934 
The American Economic Review, **March, June, September, and December; each, 
** Supplement.—F orty-sixth Annual Meeting: 
Papers and Proceedings. The History of Recovery; Public Utilities in the 
Depression ; Imperfect Competition ; Fundamentals of a National Transpor- 
tation Policy; Correlation of Rail and Highway Transportation; Marketing 
under Recovery Legislation; Economics of the Recovery Act; Measurement 
of Unemployment; Controlled Inflation; Banking Act of 1933—An Ap- 
praisal; Some Statistics on the Gold Situation ; The Problem of Tax Delin- 
quency ; The Problem of Expanding Governmental Activities; The Eco- 
nomics of Public Works. Pp. 224. 


Volume XXV, 1935 
The American Economic Review, March, ~~ September, and December; each, 
Supplement.—Forty-seventh Annual Meetin 
Papers and Proceedings. NRA NRA Examined; Rate-making Problems of TVA; 
New Deal and the Teaching of Economics ; Paths of Economic Change; 
Business Enterprise and the Organization of Production; Changes in the 
Character, Structure, and Conditions of Production; International 
of Problems of Production and Trade; International or nage of Capital; 
Our Commercial Banking System; Aspects of Co-ordination and Finance; 
Some Lessons Drawn from European Experience; Nationalism; Security 
Regulation and Speculation ; Monetary Stabilization from an International 
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Point of View; M Stabilization from a National Point of View; De- 
centralization of Population and Industry ; Co-ordination of State and Local 
Finance; Relief Aspects of the New Deal; Unified Program for the Unem- 


ployed. Pp. 240. 
Volume XXVI, 1936 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-eighth Annual Meeting 
Papers and Proceedings. Some Distinguishing Characteristics of the Current 
Recovery; Price Theories and Market Realities; Notes on Inflexible Prices; 
Effect of the Depression upon Earnings and Prices of Regulated and Non- 
regulated Industries; Size of Plants in Its Relation to Price Control and 
Price Flexibility ; Requisites of Free Competition ; Monopolistic ——— 
and Public Policy; Banking Act of 1935; Recent Legislation and the Bank 
ing Situation ; Economic of an 


Economic Theory; F ; 

State, and Local Finances; Equalization of Local Govern- 
ment Resources; Adjustment to Instability; Transportation Problems; Fifty 
Years’ Developments in Ideas of Human Nature and a Motivation; Institu- 
tional Economics; Place of inal Economics in a Collectivist System ; 
Problem of Prices and Valuation in the Soviet System; Effects of New Deal 
Legislation on a Relations; Report of the Fiftieth Anniversary 


Dinner. Pp. 3 
** Supplement No. » Handbook of the Association, 1936. 


Volume XXVII, 1937 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-ninth Annual Meeting: 
Papers and Proceedings. Economic Interdependence, Present and Future; 
Quantitative and Qualitative Changes in International Trade During the 


Depression; Current Tendencies in Commercial Policy; Trade Problem of 
the Pacific; Analysis of the Nature of American Public Debts; Limits to 
Possible Debt Burdens, Federal, State, and Local; Debt Retirement and the 
Budget; United States Debt—Distribution among Holders and Present 
Status; Federal-State Unemployment Compensation Provisions of the Social 
Security Ai Relief and Insurance; Economic Problems 
Social Security Taxes and Reserves; The Situation of Gold 
Today in Pia to World Currencies; Mechanisms and tS for the 
Control of Exchange; The oe of Existing Currency Mechanisms 
Under Varying Circumstances; Present Situation of we Housing ; 
of Housing; Some Economic Implications of Modern Housing; 
M Currency; A Critique of Federal Personnel Policies as Applied to 
Professional Social Science Positions; New Opportunities for Economists 
and Statisticians in —— Employment; Government Employment as a 
a Career in Economics; Indicia of Recovery; Housing and 
Research; Distribution of Purchasing Power and Business Fluctua- 
as orecast of Power Development ; The Possibility of a Scientific Elec- 
trical Rate System; Co-ordination of Public and Private Power Interests in 
European Countries; Recent Developments in the Theory of Speculation; 
Control of Speculation under the ities Exchange Act; Unorganized 
Speculation: the Possibility of Control. Pp. 333. 


Volume XXVIII, 1938 
The American Economic Review, March, June, September, and December; each, 
.—Fiftieth Annual Meeting : 

Papers and Proceedings. The Significance of Marxian Economics for Present- 
day Economic Theory; The Significance of Marxian Economics for Cur- 
rent Trends of Governmental Policy; The Rate of Interest; Security Mar- 
kets and the Investment Process; Relation of Price Policy to Fluctuations 
of Investment; General Interest Theory; Rate of Interest ; Security Regula- 
tion; Corporate Price hy Fiscal Policies; Rate of Consumption; 
Ware Rates; Social Security of Consumption; Durable 

Consumers Goods; Wage Policies. Pp. 1 

Supplement No. 2.—Handbook of the adn, "1938. 
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Volume XXIX, 1939 
The American Economic Review, **March, **June, September, and December; 
Annual 
pe ach Problem of Industrial Growth in a Mature Econ- 
my; Np re of Current and Prospective Technological Developments upon 


; Public Investment in the United States; Expansion and 
; Effect of Industrial and Techno- 


Wage Increase upon Employment; 
Policies; An pan of Factors Which 
in United States; Fiscal 


Through ; 
Business; Economics of War; Population 
; Coat Fi unctions and Their Relation to Imperfect Competition. 


Pp. 436. 
No. 2—Handbook of the Association, 1940. 


Volume XXXI, 1941 
The Aéupitiins Economic Review, March, **June, **September, and nee: 


Volume XXXII, 1942 
The American Economic Review, March, June, **September, and **December; 
each, 
Papers and Proceedings. Econ: ; Adjustments After Wars; Problems of 
of Investment ; Problems of 
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|_| 
Capital; Role of Public Investment 
or 
and Consumer Capital Formation; Income and Capital Formation; Price 
and Production Policies of Large-Scale Enterprise; Changing Distribution 
Channels; Financial Control of Large-Scale Enterprise; Pure Theory of 
Production; Changing Character of American Industrial Relations; Wages 
and Hours in Relation to Innovations and Capital Formation; Effect of we 
Development of Recovery in Various Countries; Factors Making for 
Change in Character of Business Cycle; Industrial Relations. Pp. 280. 1.25 
Volume XXX, 1940 
The American Economic Review, **March, **June, September, and we oie 
**Supplement.—Fifty-second Annual Meeting : 
Papers and Proceedings. Objectives of Monetary Policy; Economic Issues 
in Social Security Policy; Bank Deposits and the Business Cycle; Problems 
in the Teaching of Economics; Price Control Under “Fair Trade” Legisla- 
‘ersus ono, ; 
tio ob Security; Reform 
1.25 
Su 2.00 
No. 5 (February, 1941) 
Fifty-third Annual Meeting (December, 1940) : 
Papers and Proceedings. Gold and the Monetary System; Economic Re- 
search; Federal Budget; Economic Consequences of Deficit Financing; 
Teaching of Economics; as Situation; A Review of Fundamental 
Status and Role of Private Investment in the Economy, 1940; 
bag rate in the United States, 1930-50; Economic Consequences of 
War 1790; Some Economic Problems of War, Defense, and Postwar 
in the World Economy, 1940; International , 
blems of Commercial Policy; Price Policy and - 
1. 
1.25 
tional Economic Policy for the United States; History of American Cor- 
porations; Problems of Labor Market Research; Co-ordination of Federal, 
State, and Local Fiscal Policy; Technical Aspects of Applying a Dismissal 
Wage to Defense Workers; Problems of International Economic Policy; 
Impact of National Defense and the War upon Public Utilities; Future of 
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Interest Rates; Effect of Managerial Policy upon the xis of Re of American 


in 
Pesition of the Sys- 
; Determination of waa; 
Demand Functions of 
the Individual Flew: Problems of Price Control; Effects of the War and 
Defense Program upon Economic Conditions ‘and Institutions; Trade 
Unions and the Law. Pp. 534. 
Supplement No. 2.—Papers Relating to the Temporary National Economic Com- 
mittee. Pp. 135. 
Supplement No. 3.—Directory. Pp. 198. 


Volume XXXIII, 1943 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Fifty-fifth Annual 
Papers and 


me Claims of Government and A Private 


lems of Public Policy Raised by Collective Bargaining; 

When Peace Comes; Price Control and Rationing; Case Studies in Price 
Control; Restoration of International Trade; Future of International 
Investment ; International Financial Relations 'After the War; Economic 
Regionalism and Multilateral Trade; Bases of International Economic 
Relations; International Commodity Agreements. Pp. 508 + 15. 


Volume XXXIV, 1944 
The American Economic Review, March, June, September, and December; each, 
**Supplement.—Fifty-sixth Annual Mi 
and Political Science, Political Economy, and Values; 
ucational Function of Economists and Political Scientists; Public Ad- 
ministration of Transportation under War a How Achieve Full 
and Stable Employment; Incentive Problems in Regulated ; 
Postwar Labor Problems; Social Security; Postwar Legal and i 
Position of American Women; Postwar Domestic Monetary Problems; 
Economic Organization of Welfare; International Trade; Regional Prob- 
lems; International Monetary Problems. Pp. 440 + 16. 
Supplement No. 2.—Implemental Aspects of Public Finance. Pp. 138. 


Volume XXXV, 1945 
The American Economic Review, March, June, September, and December; each, 
Supplement (May).—Fifty-seventh Annual Meeting: 
Papers and Proceedings. Consumption Economics; Expanding Civilian Pro- 
duction and Employment After the War; Natural Resources and Inter- 
national Policy; Interdepartmental Courses in the Social Sciences; Price 
Control and Rationing in the War-Peace Transition; Organized Labor and 
the Public Interest; Aviation in the Postwar World; International Mone- 
tary and Credit Arrangements; Agricultural Price Supports and Their 
Consequences; Political Economy of International Cartels; Fiscal Prob- 
lems of Transition and Peace; Problems of Regionalism in the United 
States; Food and Agriculture—Outlook and Policy; Function of Govern- 
ment in the Postwar American Economy. Pp. 520 + 16. 


Volume XXXVI, 1946 
The American Economic Review, **March, **June, **September, and **Decem- 


ber; each, 

**Supplement Ole) —Fifty-eighth Annual Meeting: 
Papers and Proceedings. Problem of “Full Employment”; American Econ- 
omy in the Interwar Period; Postwar Labor Relations; Monetary Policy; 
Changing Structure of the "American Economy; Economic Problems of 
Foreign Areas; Publication of an Annual Review of Economics; New 
Frontiers in Economic Thought; Postwar Shipping Policy; Monopoly and 
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Competition; Postwar Tax Policy; Postwar Railroad Problems; Inter- 
national Investment; Recent Developments ia Public Utility Regulation; 

Cartels; Research; Methods of Focusing nomic 
Opinion on Questions of Public Policy (e.g, Monetary, a 


Supports); Undergraduate Teaching of Economics. Pp. 960. 
No. 2—Handbook. Pp. 143. 


Volume XXXVII, 1947 
The American Economic Review, **March, **June, September, and December; each, 
Sup, iement .—Fifty-ninth Annual Meeting : 
Papers and yoy Act of 1946 and a System of Na- 
tional Bookkeeping; Social and Economic Significance of Atomic 
Public Debt: History, Effects on Institutions and Income; Economic Fore. 
casts, and Monetary Aspects; Role of Social Security in a Stable Prosper- 
ity; Economic Outlook; Economy of the U.S.S.R.; Domestic versus Inter- 
nal Economic Equilibri : Wartime 


and Public Utilities Problems; Housing Problems; 
nomic Research; Changing Character of Money. Pp. 781. 


Volume XXXVIII, 1948 
The American Economic Review, **March, **June, September, and es 


Olay) .—Sixtieth Annual Meeting: 
Papers and Economic Theory of Imperfect Competition, Oli- 
; Role of Siesepely in the Colonial Trade and Ex- 
of Concentration in ow Does Large- 
Sherman Act and the Enforce- 


; Keynesian Economics: The 

plier, ‘and Savings, Investment, and 

Wage Rates; Economics Collides with — An Appraisal of the Taft- 

ee Aa Fiscal Policy in Prosperity Se Problems of Tim- 

and Administering Fiscal Policy in Prosperity and Depression; Trans- 

eons and Public Utilities; Futility of Trust-Busting; National Pro- 
ductivity. Pp. 591. 


Volume XXXIX, 1949 

The American Economic Review, **March, **June, September, and December; each, 

Supplement (No. 1—January) —Directory. Pp. 343. 

Supplement (No. 3—May).—Sixty-first Annual a 

Papers and Commemoration of the Centenary of the Com- 

munist Manifesto—The Sociology and Economics of Class Conflict; 

Current Research in Business Cycles; Interregional Variations in Eco- 

nomic Fluctuations; Economic Research; Economic Consequences of 

Some Recent Antitrust yee Theory and Measurement of Price 

; Input-Out put Analysis and Tis Use in Peace and War Econ- 

; Liquidity and Uncertainty: Problems of the ITO; Commodity 

tennial A; ; Pos- 

trepreneurship; Economics of Pre- 

Present Issues of the Latin -American Economy. 


Pp. 537. ‘ 
t This issue is not included in the price of the volume. 


Volume XL, 1950 
($6.00 a Volume) 
The American Economic Review, **March, June, September, and December; each, 
Supplement (No. 2—May) —Sixty-second Annual Meeting: 
Papers and Proceedings. What Planning and How Much Is Compatible 
with a Market Economy—Recent European Experience; Capitalism and 
Monopolistic Competition—I. The Theory of Oligopoly, II. Can the Amer- 
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U ped 
Supplement.—Supplement to 1948 Directory. Pp. 4 
Supplement No. 2.—The Teaching of Undergraduate Economics. Pp. 226. 
Volume XLI, 1951 
The American Economic Review, March, June, September, and December; each, 
Supplement (No, 2—May) —Sixty-third Annual Meeting: 
Papers and Proceedings. Role and Interests of the Consumer; Institutional 


pment ; 
Contrasts; Point Four— 
lems in International 
National Transportation P $ 
Housing Problem—Current Sttention and Long-run Effects of Government 
e Solutions; Economics in General Education. Pp. 816. 
to 1948 Directory. Pp. 17. 


Volume XLII, 1952 


The American Economic Review, March, June, September, and December; each, 
Supplement (No. 2—May) .—Sixty-fourth "Annual Meeting: 
Papers and Economic Theory and Public Policy; Issues in 


In 
United States Monetary Policy; Inflation 
American Foreign Aid Programs; International Trade in the Postwar 
be Wages, Manpower, and Rearmament; Governmental Policy on 
Business Practices; Economic Problems of Military Mobilization; Theo- 
retical Analysis of Economic Growth; General Factors in Economic Growth 
in the United States; Growth in Underdevelc Countries; Role of War 
in American Economic Development; Public — Transportation, and 
ae. Organization; Collective Bargaining in the Regulated Industries. 
2.00 


couragement of economic research” and “the encouragement of a perfect freedom of 
economic discussion,” has over seven thousand members, including public and professional 
men and most of the leading: students of political economy in America. Membership dues 
are six dollars a year. Each member receives all current reports and publications of the 


Association. 
Address all orders for publications, applications for membership, and inquiries to 
Dr. James Washington Bell 
SECRETARY OF THE AMERICAN ECONOMIC ASSOCIATION 
Northwestern University, Evanston, Mlinois 
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